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Allmerica Financial At A Glance

Allmerica Financial is the holding company for a group of {inancial services companies operating in twe primary bustnesses,; the
marketing of preducts and services that enable clients lo accumulate assels and manage risk. Qur Asset Accumulation business
provides insurance, retirement savings, and invesiment management products and services to individuals and financial institulions
primcipally through financial advisors, broker/dealers, {inancial planners, and sirategic partnerships with other finenclal services
companies. Qur Risk Managemen! business marketls property and casualty (nsurance through independent agents, brokers, other
disiribulion channsls, and &t the worksite. Alimerica’s property and cesually products are offered by The Hamover Imsurance
Company and Citizens Insurance Company of America.
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Financial Highlights
Years Ended December 31 2001 2000 1999
(In millions, except per share information and ratios)
Income Statement
Premiums $2,255 $2,119 $2,003
Universal life and investment product policy fees 392 421 359
Nert investment income 655 646 670
Nert realized investment (losses) gains (124) (141) 90
Total revenues 3,312 3183 3,239
Net (loss) income 3) 200 296
Net operating income™ 165 301 281
Statutory combined ratio, including policyholder dividends 110.5% 102.0% 101.2%
Per Share (Diluted)
Net (loss) income (0.06) 3.70 5.33
Net operating income®” 3.10 5.58 5.06
Dividends declared 0.25 0.25 0.25
Book value 45.19 45.74 41.32
Adjusted book value® 45.44 45.84 4271
Market value 44.55 72.50 55.63
Shares Cutstanding
Weighted average shares outstanding for the full year 53.1 54.0 55.5
Shares outstanding at December 31 52.9 52.7 54.2
Balance Sheet
Total investments 10,326 9,396 8,599
Separate account assets 14,838 17,437 17,630
Total assets 30,336 31,588 30,770
Total liabilities 27,645 28,879 28,229
Minority interest 300 300 300
Shareholders’ equity 2,391 2,409 2,240

(1) Net operating income represents net income adjusted for certain items which management believes ave not indicative of overall opevating rrends,
including net realized investment gains and losses, and certain other items, net of taxes,

(2) Excludes Corporate Segment expenses.

(3) Excludes accumulared other comprebensive income.




“The vast majority of onr business has performed well, with good underwriting results.

We are now fucused on fixing the small portion of vur bovk that is under-performing.”

P Iy AlimenicalRropeqty, Casmally

“Nmerica has a unique blend of sales vesponsiveness and expense discipline that allows us to

expand onr valne-added services while keeping distribution expenses in check.”

Wk A Hug, President, Almerice Financk] Services

° oo Wi have dentiiiced the key Issues which caused lewer results n
2001 and [ firmly believe that we have takern all the acticns necessary

o regain eur cArnings MEMERIUmM. © © ©

Jehn & ©'Bren, Rresident and el Exeeulfve @ffeer

“The oldest baby-boomer is just 56 —but the force of their numbers in vetivement will drive

air enormous boow in income products for the next 20 years or more. Indeed, we are alveady
beginning to see the [irst signs of this trend.”

Richard W Rellly, Senler Vice Presitent

“As we lvok abead, we continue to be excited about our prospects in the vetivement and savings

market, and onr ability to benefit from the current property and casualty pricing environment.”

Eeward & Parry 100, Yice President and Chicf Finencal Clifiear




ALLMERICA FINANCIAL OPERATING COMMITTEE

(FRONT ROW FROM LEFT): RICHARD M. REILLY; JOHN F. O'BRIEN; ROBERT P. RESTREPO, JR.
(BACK ROW FROM LEFT): EDWARD J. PARRY, III; MARK A. HUG; J. KENDALL HUBER; MARK R. COLBORN;
BRUCE C. ANDERSON; GREGORY D. TRANTER; JOHN P. KAVANAUGH

To Our Sharvebolders

The past year was an extracrdinary one for all Americans, as world events impacted our lives
as never before. The tragedy of Seplember 11 touched all of us with a sense of profound loss
and tested our confidence In our personal and ﬂmmﬁaﬂ securily. Americans responded to these
challenges with courage, conviction, and a renewed sense of pride and wnity that will carry us

forward, stronger than ever.

At Allmerica, we were fortunate to suffer no human loss among our own family and to experi-
ence only a medest financial impact as a result of September 11. However, like many American
businesses, we were further tested by the dJdifficult economic and business conditions and

volatile stock market that persisted during 2007.

Allmerica reported lower earnings for the year, for the first time since we became a public
company in 19958, In 2001, netl operating earnings per share were $3.10, compared to $5.58
per share in 2000. Rather tharn simply attributing this earnings decline to the confluence
of entraordinary circumsliances, we seized the opportunily to review our strategy and our
operating plans. As a result of our analysis, we are confident that our strategy remains sound,
bul we made necessary changes to adapt lo the volatile stock market and the changing
industry conditions in the property and casually business. Qur cheallenge is to translate these
changes into improved operating results and higher returns as soon as possible. Most of these
changes were implemented during 2001, so we fully expect {o see improvement reflected in our
2002 results and a grealer positive impact on sarnings in future years.

Asset Accumulation

Qur Asset Accumulatlion business consists of Allmerica Financial Services, which markets life
insurance and retirement products, and Allmerica Assel Management, ocur Investmen! manage-

ment business.




© © O “The past year was an extraordinary one for all Americans, as world events tmnpacted

our lives as never before.” © © ©
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During 2001, we improved our position as a leading provider of variable annuities and variable
life insuramnce in the United Sﬂaf:es._We currently rank as one of the industry’s top 20 providers
in the $100Q billien variable annuity market. We also are one of the top 30 underwritlers in the
smealler, bul faster-growing variable life insurance market.

Pre-tax operatlting earnings in our life insurance, retirement products, and assel management
businesses were $163.7 million in 2001, compared to $245.3 million a year earlier. The earn-
ings decline was due to lower asset-based fees and transaction-based income, resulting from
a lower level of assels under management due to the equity market’s decline. Additionally,

annuily death berelit cosls, credited interest and operating expenses were higher.

Allmerica’s variable annuily market share improved in 2001, both for new sales and assets,
based on industry data published by VARDS (The Variable Annuily Research and Data Service).
We achisved sirong sales of varieble annuities through our multiple-channel distribution
networlk. In spite of the challenging equity market, we fecused many of our new sales activities
on the rapidly expanding regional broker/dealer and financial planner market. Allmerica Select,
our fastest-growing distribulion channel in 2001, which focuses on this market, accounted for
nearly 38 percent of our $2.2 billion of variable annuily sales. Qur well-established and highly
successful caresr agency and mutual fund partners channels together accounted for about
62 percent of variable arnnuity sales.

New sales of variable life insurance generated premlums of almest $117 million in 2001.
We expect sales of variable life insurance te continue to grow quickly in the tuture, in light of the
product’s inherent tax advantages, both for asset accumulation and wealth transfer purposes.

Market! research and demographic studies confirm that the relirement savings market will
continue to grow. The disappoiniing equity market in 2007 may have reduced the value of

retirement accounts for many Americans. However, this reduction only intensifies the need for




© OO Y we are confident that vur strategy remains sonnd, but we inade necessary chaiges
to adapt to the volatile stock market and the challenging industry conditions in the property and
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additional savings and for Allmerica’s products, which focus on {ong lerm retiremsnt objectives

rather than short term markel performance.

For many decades, Allmerica’s career agency organizalion has focused on long term financizal
planning. We continue {o invest In the iraining and recruitment? of Allmerica finencial advisers.
Puring 2001, we made major enhancements (o our marketing end sales distribution medel,
capitalizing on the best practices of our top performers. We implemented a regionaliy-focused
sales platform, which wil! accelerate sales growlh through consistent new agency recruiling, as
well as turnkey lead gencration and merkeling programs that can be leveraged across all
distribution channels. This new approach to distribulion alse gives us am excellent way {o
expand into new geographic regions and lo serve profitable new markets in the United States.

Allmerica Asset Management had another productive year in 2001. Spread-based assels under
management reached a new high, due fo the continued sirong market acceptance of our fund-
ing agreement and siable value investment products. In particular, funding agreements fssued
in connection with sales from our Eurepean Medium Term Nole program exceeded $71.2 billion.

In eddition, our (ee-based zssel management business continued its sirong record of growlh.
Assels under manegement for external clients more than doubled during the year and reached &
record level of $6.2 billion. Qur record of performance in managing (ixed income asseis contin-
ues to atlract new clients and we expect further growth in assels under management in 2002.

When evaluating our strategy, it s important to recognize that even with the setback in 2001,
our Allmerica Financial Services and Allmerica Asset Management businesses heve grown sul-
stantially since 1998. Therefore, we have established a solid base thal will enable us to take
advantage of the opportunities that emerge as more and more people plan for their retirement.

During 2001, we continued to sirengthen an organization thal has in place ell of the key




© O O “We achieved strong sales of variable annuities throngh onr multiple-channel

distribution network.” © © ©
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building blocks required for future success=broad distribution, an expert financial planning
capability, a flexible portfolic of variable products, a solid technology platform, and high-quality
customer service. With the changes that we have mads, we are confident thal our competilive
position has been strengthened.

Risk Management

In our Risk Management business, we market propertly and casually insurance with a regional
strategy that consistently has enabled us lo rank among the top 30 providers in the United
States, even including the large national carriers.

Pre-tax operating earnings in our Risk Mznagement business were $93.5 million, compared to
$190.0 million a year earlier. This sarnings decline was due primarily to disappointing under-
writing results and deteriorating loss ratios in a relatively small segment of our overall proper-
ty and casually business. We concenirated management focus on eliminating this portion of cur
business and implemented the necessary corrective actions to improve earnings growth in 2002.

While we clearly are not satisfied with our performance in 2001, it should be noted that the
property and casualty business is inherently volatile. However, despite reduced earnings, we
cutperformed the industry in underwriting profitabilily. Qur combined ratio, 2 key measure of
underwriting performance, was over six peoints belter than the estimated industry average.
The company’s combined ratio has been beller than the indusltry average in eight of the
past 10 years, due In large measure to our record of satisfactory risk selection and effective
underwriting overall,

We are one of the leaders in the sponsored market business, marketing insurance products to
individuals through their employers or associations. This business continues to generate strong




O OO While we clearly ave not satisficd with 2001°s performance, it should be nnied
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that. . we vutperfurmed the industry in underwriting profitability.” © ¢ ©
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revenue growth and good underwriting resulls for Ailmerica. Annual nel premiums written of
sponsored kusiness have grown by more tharn 2% percent over the past three years, end by
vear-end 2001 hed Increased to more than $660 million, representing almost 30 percent of our

total properly and casually insurance premiums.

We zliso corlinue to emphasize small commercial accounts. This business presexls an excellent
ovportunity to comtinue fo grow low-hazard classes of business, which also should reduce
earnings volalility. Qur reglional sirategy and sirong reletionships with our core base of
independent zgents and the Dimension 2000 Plus small business insurance program provide

Allmerica with a competitive edge in this market.

We have talen significant steps lo accelerale the pace of change in cur agency management
program, which will enable us to focus more effectively on the most profitable lines of business,
best markels, and those agenis whose strateglies are rmost closely aligned with our regional
strengih. In 2002, we will de-emphasize business Iin the large end middle commercizl markels

and specially insurance programs, which are not core to our sirategy.

The fundamertal strategy of our property and casually bdusiness [s sound, our dislribulion
platform end expense siructures are solid, and the urnderwriting cycle is Improving rapidiy.
As the market hardens and pricing Improves, we expect lo fake advantzge of these favorable

Indusiry conditions and to leverage our corrective internal actiens (nte earnings growth.

Industry data reinforces cur own research, Indicaling thel the markel wili readily accept
substaniial price Increases for the first lime in several years. We are deing careful not to rely
solely on price increzses (o improve sarnings. The maragement and organizalional changes

that we made in 2007 were designed to take full advanltage of the indusiry environment.

Y I



© OO Wy entered 2002 in a sirong competitive and financial condition, with pusitive

muientun in each of our businesses.” © © ©
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2002 Outlook

We entered 2002 in a strong competitive and financial condition, with positive momentum in
each of our businesses. [n Assel Accumulation, our overall goal for 2002 is to achieve strong
variable product sales through our existing distribution channels and to develop new opportu-
nities through strategic marketing initlatives. While earnings in this business always will be
influenced by the equity market's performance, our actions over the last year ensure that we
are well positioned to benefit from any market improvement. In Risk Management, we have
increased our focus on improving operations and carefully managing the relationship between
revenue growth and profits. In the property and casually business, earnings growth does not
always follow premium growth. Qur strategy is now much more focused on a commitment (o
those agents that will provide us with profitable growth. By more carefully managing these rala-
tienships we enpect to resume earnings growth in ocur Risk Management business in 2002.

At Allmerica, our corporate vision is To Make People Secure, which is a promise we have kept
for 158 years, through World Wars, the Great Depression, and during 2001, a year when the
securily of our country and our economy were severely tested. We are proud of the manner in
which our industry responded to its financial obligations in the wake of the recent tragedy and
we also are proud of the way that cur company and our employees jeined fellow Americans in
responding with generosity and caring.

We are confident that our commitment To Make People Secure will serve our customers well and

will continue to create long term value for our shareholders.

Yobw 3 0 B

Jehn F. Q’Brien

President and Chief Executive Officer




Asser Accumulation Ar A Glance

et

Major Products

Allmerica provides investmeni-oriented
insurance arnd retirement savings
products for retail and institutional
clients, broadly distribuled through
regiongliy focused zgency, broker/dealer,
timancial planner and stralegic

partnership sales channels.

O Variable annuities

Variable universal life

O

rl

Firancial planring

Defined benefit plans

|

Stablie value products

O

Investment menagement

0

Kighlights

0O Ameong the leading providers of
variable annuities and variabie

universal life insurance

O Preduced variable annuity sales
of $2.9 billion and variable universzl
life insurance sales of nearly
$117.0 million

O Qffers one of the indusiry’s strongest
variable product lines

O Implemented regionatly-based sales
and merkeling plaiferms in support of
all disiribulion channels

0O Industry leading financial advisors in
the agency channel average first year
commissions of nearly three times the

industry average

O Significantly increased the number of
whoiesalers in the broker/dezler and
financial planning channel

C Intreduced new variable annuitly and

variable universal life products

O Expanded the base of institutional
spread-based assels with new sales of
$1.2 billion

Qutlook

O Continue to expand distribulion
arrangements through existing and
new channels

O Focus on the emerging relirement
income and wezlth transfer needs of

an aging population

O Leverage new regional structure fo
enhance markeling support and reduce
cosls across all distribution channels

O Develop and introduce new products

Emphasize sales of variable universal

]

life insurance

O Leverage excellent teckhnology
platform

O Utilize Internet-based technoltogy
end new systems to improve

customer service

0O Use disciplined fixed income
investment management precess to
drive portfolio yieids

Pre-Tax Operating Income

2001 Variable Annuity Sales
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O AGENCY

[IBROKER/DEALER AND OTHER
OMUTUAL FUND PARTNERS



Risk Mdmgemem‘ At A Glance

C

Major Products Highlights Qutlook

Allmerica provides risk prolection O Leading regional propertly and casualty [ WMaintain strong regional focus and

preducts through regional property and insurer in the Northeast, Midwest and superior agency relations

casualtly insurers distributed primarily Southeast through Hanover Insurance O Incresse focus on sponsored

by independent agents, brokers, and and Citizens Insurance Company markets and the small commereial

customer aggregaters. O Strong lecal markel presence insurance market

O Personal automobile and knowledge with over 2,000 O mprove prefitability through new

O Homeowners independent agents and brokers sgency management program

O Commercial automobile O Large and growing player in O Build underwriting culture focused
sponsored markets and small on quality

O Commercial multiple peril commercial insurance

0 Reduce operating expenses and
o , N . .

0 Workers’ compensation [0 Continued to implement rate improve risk selection through
increases especially in homeowners sirategic investments in new systems
and commercial lines

0 Introduce new products which utilize
O Expense management initiatives Internet point-of-sale capabilities
have achisved a {otal expense ratic
of 34.8 percent. O Selectively enter states with favorable
marketl conditions
0O Enhanced state-of-the-art
Internst-based small commercial O Invest in direct customer service
insurance product technology
Pre-Tax Operating {ncome Total Expense Ratlio”
$200
$190
$174 36.6% 36-9% 3, 60, 34.8%
$150 ;
$94
97 98 99 oo o1 87 99 00
$ IN MILLIONS ELOSS ADJUSTMENT EXPENSE RATIO

OOTHER UNDERWRITING EXPENSE RATIO
*AS A PERCENT OF NET PREMIUMS WRITTEN
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Allmerica has established a2 successiul and growing Asset Accumulation business, designed to help its clients

achieve their financial securily goals.

In recent years, we have focused on helping our clients accumulate assefls for retirement, financing their
children’s education, providing care for aging parents and meeting other financial needs. Baby boomers im
particular have looked to us for help, 2s they become increasingly aware of their longer-term financial needs

and more determined investors. We will continue to focus on this promising market.

At the same lime, we are focusing increased allention on what promises to be the next great market of
oppertunity for insurance amd financial services companies: the emerging change in emphasis from the
accumulation of weelth to the effeclive deployment of accumulated assets to finance a retirement period that
may last 30 or more years. This calls for the development of comprehensive financial plans that assure retirees
are able to meet their income and cash flow needs without compromising their lifestyle, don’'t outlive thelr
financial resources, and are able {o pass their wealth on to their beneficiaries through tax-efficient estate
planning techmniques. This asset distribution and wealth transfer market will offer long-term growth and profit

potential for our company and the industry for many years to come.

10

© 00 Y we are focusing increased attention on what promises to be the next great market of opportunity
Jor insurance and financial services companies: the emerging change in emphasis from the accumulation
of wealth to the effective deployment of accumulated assets to finance a retivement period that may last

30 or more years.” © © ©




Allmerica is well positioned to meet our clients’ needs in both of these market phases. During 2001, we made
many operational improvements that prepare Allmerica to capitalize on these opportunities. We completed a
major redesign of our sales and marketing business model, creating seven new regional marketing centers.
Designed primarily to enhance our career system, these new marketing centers will, in fact, support all
existing and new distribution channels, enabling us to apply the {inancial planning, marketing, lead generation
and recruiting expertise developed within our career agency channel to our entire distribution organization.

This new slruclure also provides a sound, fast, and cost-effective way for us to expand into new markets.

We improved our competitive position during the year, increasing market share, substantially adding te our
customer base, and further broadening our variable product portfolic. We also expanded and sirengthened

our distribution and technolegy capability.

We achieved record sales during the year in our Allmerica Select channel, which markets variable products
through an expansive network of regional broker/dealers and financial planners. In a period during which over-
all industry sales declined by approximately 18 percent, Select’s sales increased by 37 percent and exceeded
$1 billilon for the first time. This encouraging performance was the result of the timely expansion of our
wholesaling staff, and the strong market acceptance of new products which we introduced. We significantly
expanded our distribution capabilily in this channel through the addition of new selling agreements. As a

result, we now have access to more than 600 sales outlets with over 75,000 licensed sales personnel.

We are accelerating new product development, markeling, and lead generation programs to build on the

Variable Product Sales

3.3
$ 3
$2.9
$2.5 ‘
97 98 99 00
$ IN BILLIONS
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positive momentum we have achieved. Select’s key goal for 2002 will be to increase productivity of its

existing staff of wholesalers and to produce greater sales volume.

Qur career agency channel— comprised of approximately 700 Allmerica financial advisors — generated $680
million of variable annuity sales in 2001. With average firsi-year commissions almest three times the industry
average, our {inancial advisors are among the most productive in the indusliry. During the coming year, we plan
to grow {his channel significantly by adding financial advisors on 2 selecltive basis, maintaining existing levels

of productivily, and producing increased sales of variable products.

Sales of our variable products through sirategic partnerships with mutual fund companies declined to $1.1
billion during 2001, a reflection of the difficull sales environment industry-wide. Sales improved in the fourth
quarter, hewever, as the equity market moved higher. We are optimistic about increased sales through mutual

fund partners next year.

We continue o experience growth in the distribution of variable products through sirategic alignments
between Allmerica’s financial advisors and CPA firms. In 2001, Allmerica [nlegrated Partners refined its
industry leading approach to this market and increased the number of CPA relationships to more than 450.
In 2002, we will expand the program to include banks, credit unions, and other professional organizalions.
The continued roll-out of this initiative will add (o bolh existing and new points of distribution for our core

variable product line.

12

© 0 O “We are accelerating new product development, marketing, and lead genevation programs to build on

the positive momentum we have achieved.” © © ©




ooo Risk Management o

Allmerica has 150 years of experience in the property and casually insurance business, helping its clients

insure their homes, automobiles and businesses.

Allmerica today is a leading provider of property and casually insurance, concentrating its operations in the

Northeast, Midwest and Southeast.

Earnings In this business declimed significantly in 2001. In response, we have taken numerous steps o

regain positive earnings momentum in 2002, by more aggressively managing our independent agency plant,

improving our underwriting practices, and seeking to expand even further ocur presence in the sponsored

personal and small commercial markets.

During the second half of 2001, we completed 2 thorocugh analysis of the approximately 2,600 independent
insurance agencies through which we write this business. As a result, we have terminated contracts with
agencies that have produced unacceptable resulls, and have expanded relationships with the vast majority of

agencies whose business strategies are clossly aligned with ours and are producing superior results.

As we entered 2002, industry conditions for property and casualty insurers were improving rapidiy.

These favorable business conditions should emable us to adopt more stringent underwriting criteria and

o © ¢ “Allmerica today is a leading provider of property and casualty insurance, comcentrating its

operations in the Northeast, Midwest and Southeast.” ¢ © ©
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achieve higher prices in bolh personzl and commercial lines. We are confident our recent internal corrective
aclions, combined with faverable induslry conditions, will enable us to deliver visible sarnings improvement

im our property and casually business this year.

Qur core sirategy lo emphasize sponsored personal and small commercial market accounts continued to
generate solid resulls in 2001. The sponscered markels business produced record nel premiums written In
excess of $660 million. Allmerica today is 2 leading provider of personal property and casually products in this
markel, where employers, associations, and olher organizations endorse insurance producls zmnd make
them available to their employees z2nd members, often at a discount, and in many instances through payroll
deduction. Qur sponsored markels business is a large, growing, and profitable activily, representing nearly 30

percent of our total annual net premiums written and producing the lowest combined ratio of our hey markets.

Much of our success in develeping this business stems from sales and markeiing initiatives to medium sized
emplovers, and we have moved more aggressively into the large employer market where very good sponsorad

opportunities exist.

Allmerica now markets to more than 750 employee groups and associations. During 2001, we achieved solid
sales growth, adding many new professional associations to our account base, Including the 90,000 member

Massachusells Teachers Association.

We expect the sponsored mackeis business to continue to produce solid results going forward. We have the

14
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right combination of personal lines products, quality service, sales, and marketing to generate strong growth

and profitability.

The small business insurance market long has been an important part of our commercial lines strategy.

We have successfiully combined our local market knowledge and experience to help independent agents meet

their clients’ insurance needs. This market is an attractive and fast-growing segment of the industry, is less

price-sensitive compared to other commercial markets, has a belter overall risk profile, high retention levels,

and offers attractive long term profit potential.

Our new Dimension 2000 Plus small business commercial insurance program, developed specifically for this

marketl, was well received in 2001. The program recognizes and solves many unique insurance risks faced

by small businesses today, offering a substantial number of coverage optlions and a full portfolic of comple-

meniary coverages. The program offers comprehensive insurance protection that provides a single, packaged

approach to risk protection for small business owners. We expsect continued strong market acceptance of

Dimension 2000 Plus in 2002.

In addition to these initiatives, we expect to benefit this year from productivity and service enhancements in
our back office operations, refined reinsurance programs, a withdrawal from numerous specialty markets, and

continued improvements in our overall claims performance.

The aggregate impact of these actions will improve our competitive position and long term profit potential.

© 0 © “We have the right combination of personal lines products, quality service, sales, and marketing to

generate strong growth and profitability.” © © ©
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Five Year Summary of Selected Financial Highlights

For the Years Ended December 31 2001 2000 1999 1998 1997
(In millions. except per share data)
Statements of Income
Revenues
Premiums $ 22547 $ 2,1188 $ 2,002.6 § 2,026.0 § 203838
Universal life and investment product policy fees 391.6 421.1 359.3 296.6 237.3
Net investment income 655.2 645.5 669.5 657.7 684.5
Net realized investment (losses) gains (123.9) (140.7) 90.4 59.3 77.3
Other income 134.2 138.0 116.9 94.4 72.5
Total revenues 3,311.8 3,182.7 3,238.7 3,134.0 3,110.4
Benefits, Losses and Expenses
Policy benefits, claims, losses and loss adjustment expenses 2,167.2 1,981.8 1,861.6 1,900.6 1,864.6
Policy acquisition expenses 479.2 456.6 432.4 452.3 4115
Loss from selected property and casualty exited agencies,
policies, groups and programs 68.3 — — — —
Losses on derivative instruments 35.2 — —_ —_ —
Voluntary pool environmental losses 33.0 — — — —
Restructuring costs 2.7 20.7 (1.9) 9.0 —
Sales practice litigation (benefit) expense (7.7) — — 31.0 —
Loss from cession of disability income business — — — — 33.9
Other operating expenses 593.3 505.0 478.6 441.0 440.4
Total benefits, losses and expenses 3,371.2 2,964.1 2,770.7 2,833.9 2,770.4
(Loss) income from continuing operations before federal income taxes (59.4) 218.6 468.0 300.1 340.0
Federal income tax (benefit) expense (75.5) 2.7 106.9 56.1 84.7
Income from continuing operations before minority interest 16.1 215.9 361.1 244.0 255.3
Minority interest (16.0) (16.0) (16.0) (29.3) (62.7)
Income from continuing operations before cumulative effect
of change in accounting principle 0.1 199.9 345.1 214.7 192.6
Discontinued operations:
(Loss) income from operations of discontinued group life
and health business, net of taxes — — (18.8) (13.5) 16.6
Loss from disposal of group life and health business, net of taxes — — (30.5) — —
Income before cumulative effect of change in accounting principle 0.1 199.9 295.8 201.2 209.2
Cumulative effect of change in accounting principle (3.2) — — — —
Net (loss) income $ 3.1) ¢ 1999 $ 2958 $ 201.2 $ 2092
(Loss) earnings per common share (diluted) $ (0.06) 3§ 370 % 533 ¢ 333 ¢ 3.82
Dividends declared per common share (diluted) $ 025 § 025 $ 025 $ 015 § 020
Adjusted net income $ 1645 § 3012 $ 2809 $§ 2125 § 1643
Balance Sheet (at December 31)
Total assets $30,336.1  $31,588.0  $30,769.6  $27,653.1  $22,549.0
Long-term debt 199.5 199.5 199.5 199.5 202.1
Total liabilities 27,645.0 28,878.9 28,229.4 24,894.5 19,714.8
Minority interest 300.0 300.0 300.0 300.0 452.9
Shareholders’ equity 2,391.1 2,409.1 2,240.2 2,458.6 2,381.3

(1) Represents net income adfusted for certain items which management believes are not indicative of overall operating trends, including net realized investment gains
(losses), losses on devivative instruments, net gains and losses on disposals of businesses, discontinued operations, extraordinary items, the cumulative effect of
accounting changes, vestructuring costs, and certain other items. While these items may be significant components in understanding and assessing the Company’s
financial performance, management believes adjusted net income enbances an investor’s understanding of the Company’s vesults of operations by highlighting net
tncome attributable to the normal, vecurring operations of the business. However, adjusted net income should not beconstrued as a substitute for net (loss) income

determined in accordance with generally accepted accounting principles.
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Management’s Discussion and Analysis of Financial Condition and Results of Operations
£ y2

The following analysis of the consolidated results of operations
and financial condition of the Company should be read in con-
junction with the Consolidated Financial Statements included
elsewhere herein.

introduction

The resules of operations for Allmerica Financial Corporation
and subsidiaries (“AFC” or “the Company”) include the
accounts of First Allmerica Financial Life Insurance Company
(“FAFLIC”) and Allmerica Financial Life Insurance and Annuity
Company (“AFLIAC”), AFC’s principal life insurance and annu-
ity companies; The Hanover Insurance Company (“Hanover”)
and Citizens Insurance Company of America (“Citizens”), AFC’s
principal property and casualty companies; and certain other
insurance and non-insurance subsidiaries.

Description of Operating Segments

The Company offers financial products and services in two
major areas: Risk Management and Asset Accumulation.
Within these broad areas, the Company conducts business prin-
cipally in three operating segments. These segments are Risk
Management, Allmerica Financial Services, and Allmerica Asset
Management. The separate financial information of each seg-
ment is presented consistent with the way results are regularly
evaluated by the chief operating decision maker in deciding
how rto allocate resources and in assessing performance. A sum-
mary of the Company’s reportable segments is included below.

The Risk Management Segment manages property and
casualty insurance products through three distribution channels
identified as Standard Markets, Sponsored Markets, and
Specialty Markets. Maintaining a strong regional focus,
Standard Markets sells personal and commercial insurance prod-
ucts through independent agents and brokers primarily in the
Northeast, Midwest and Southeast United States. Sponsored
Markets offers personal line products to members of affinity
groups, other organizations and through employers. Specialty
Markets offers specialty or program property and casualty busi-
ness nationwide. In the fourth quarrer of 2001, the Company
exited selected property and casualty agencies, policies, groups
and programs. (See Risk Management — Selected Property &
Casualty Exited Agencies, Policies, Groups & Programs.)

The Asset Accumulation group includes two segments:
Allmerica Financial Services and Allmerica Asset Management.
The Allmerica Financial Services segment includes variable
annuities, variable universal life and traditional life insurance
products, as well as certain group retirement products.
Allmerica Financial Services also includes brokerage and non-
institutional investment advisory services. Through its
Allmerica Asset Management segment, the Company offers its
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customers the option of investing in Guaranteed Investment
Contracts (“GICs”). GICs, also referred to as funding agree-
ments, are investment contracts, which can contain either short-
term or long-term macurities and are issued to institutional
buyers or to various business or charitable trusts. Also, this seg-
ment is a Registered Investment Advisor providing investment
advisory services, primarily to affiliates and to third parties,
such as money market and other fixed income clients.

In addition to the three operating segments, the Company
has a Corporate segment, which consists primarily of cash,
investments, corporate debt, Capital Securities (mandatorily
redeemable preferred securities of a subsidiary trust holding
solely junior subordinated debentures of the Company) and cor-
porate overhead expenses. Cotporate overhead expenses reflect
costs not attributable to a particular segment, such as those gen-
erated by certain officers and directors, technology, finance,
human resources and legal.

Resulls of Operations

Consolidated Overview

Consolidated net (loss) income includes the resules of each seg-
ment of the Company, which management evaluates on a pre-
tax and pre-minority interest basis. In addition, net (loss)
income also includes certain items which management believes
are not indicative of overall operating trends, such as net real-
ized investment gains and losses, losses on derivative instru-
ments, net gains and losses on disposals of businesses, discon-
tinued operations, extraordinary items, the cumulative effect of
accounting changes and certain other items. While these items
may be significant components in understanding and assessing
the Company’s financial performance, management believes
that the presentation of “Adjusted Net Income”, which excludes
these items, enhances understanding of the Company’s results of
operations by highlighting net income attributable to the not-
mal, recurring operations of the business. However, adjusted net
income should not be construed as a substitute for net (loss)
income determined in accordance with generally accepted
accounting principles.

The Company’s consolidated net income decreased $203.0

“million, or 101.6%, to a net loss of $3.1 million, compared to

net income of $199.9 million in 2000. The reduction in net
income primarily resulted from a decrease in adjusted net
income of $136.7 million and a loss from selected property and
casualty exited agencies, policies, groups, and programs of
$44 .4 million. In addition, the reduction in net income in 2001
also resulted from derivative and voluntary pool losses of $22.9
million and $21.5 million, respectively. These decreases in 2001
were partially offset by lower restructuring costs. In 2000, the
Company’s consolidated net income decreased $95.9 million, or
32.4%, to $199.9 million, compared to $295.8 million in




1999. The reduction in net income in 2000 resulced primarily
from a $150.8 million decline in net realized investment gains
and $13.5 million of restructuring charges, partially offser by a
lower federal income tax rate. In addition, 1999 results includ-
ed a $49.3 million after-tax loss resulting from the discontinu-
ation of the Company’s group life and health business.

The following table reflects adjusted net income and a rec-
onciliation to consolidated net (loss) income. Adjusted net
income consists of segment income (loss), federal income taxes
on segment income and minority interest on Capital Securities.

For the Years Ended December 31 2001 2000 1999
{1n millions)
Segment income (loss) before federal
income taxes and minority interest:
Risk Management $ 93.5 31900 $199.6
Asset Accumulation:
Allmerica Financial Services 143.0 222.8 205.5
Allmerica Asset Management 20.7 225 23.5
163.7 245.3 229.0
Corporate (63.8) (60.8) (59.3)
Segment income before federal
income taxes and minority interest 193.4 374.5 369.3
Federal income taxes on segment
income (12.9) (57.3) (72.4)
Minority interest on Capital Securities (16.0) (16.0) (16.0)
Adjusted net income 1645 301.2 280.9
Adjustments (net of taxes and
amortization, as applicable):
Net realized investment (losses) gains (78.8) (87.8) 63.0
Losses on derivative instruments (22.9) — —_
Loss from selected property and
casualty exited agencies, policies,
groups, and programs (44.4) — —
Voluntary pool environmental losses (21.5) — —
Sales practice litigation 5.0 — —
Restructuring costs (1.8) (13.5) 1.2
Income from continuing operations
before cumulative effect of change in
accounting principle 0.1 199.9 3451
Discontinued operations (net of taxes):
Loss from operations of discontinued
group life and healch business — - (18.8)
Loss on disposal of group life and
health business — — (30.5)
Income before cumulative effect of
change in accounting principle 0.1 199.9 295.8
Cumulative effect of change in
accounting principle (net of raxes) (3.2) — —
Net (loss) income $ (3.1) 8199.9 $295.8

2001 Compared to 2000

The Company’s segment income before federal taxes and minor-
ity interest decreased $181.1 million, or 48.4%, to $193.4 mil-
lion during 2001. This decrease is primarily attributable to a
decrease in income from the Risk Management and Allmerica
Financial Services segments of $96.5 million and $79.8 million,
respectively. The decrease in Risk Management’s segment
income was primarily attributable to decreased favorable loss
and loss adjustment expenses ("LAE”) reserve development
related to prior years of $121.0 million and to an increase of
approximately $62 million in current accident year losses and
LAE primarily in the personal automobile, commercial mulciple
peril and homeowners lines. These decreases were partially off-
set by net premium rate increases of approximately $101 mil-
lion. Allmerica Financial Services’ segment income decreased
$79.8 million principally due to lower asset-based fees, prima-
rily resulting from a decrease in che market value of assets under
management in the variable product lines, and to lower invest-
ment management fees and brokerage income. The decrease in
Allmerica Financial Services’ segment income is also attributa-
ble to higher policy benefits and other operating expenses, pat-
tially offset by lower deferred policy acquisition costs.

The effective tax rate for segment income was 6.7% for
2001, as compared to 15.3% in 2000. The decrease in the tax
rate was primarily due to lower underwriting income resulting
in an increase in the proportion of tax-exempt investment
income and low income housing credits to pre-tax income.

Net realized losses on investments, after taxes and amorti-
zation, were $78.8 million during 2001, primarily due to after-
tax realized losses from impairments of fixed marturities of
$120.4 million. These losses were partially offset by $37.5 mil-
lion of after-tax net realized gains from the sale of approximate-
ly $2.2 billion of fixed income securities. During 2000, net real-
ized losses on investments, after taxes and amortization, were
$87.8 million, primarily attributable to after-tax realized losses
of $54.7 million resulting from the sale of approximately $2.2
billion of fixed income securities. In addition, the Company rec-
ognized $43.0 million in after-tax realized losses, due to impair-
ments of fixed maturities.

The Company recognized losses on derivatives, net of taxes,
of $22.9 million during the fourth quarter of 2001. These loss-
es primarily represent an accounting charge for hedge ineffec-
tiveness on certain derivatives in accordance with Statement of
Financial Accounting Standards No. 133, Accounting for
Derivative Instruments and Hedging Activities (“Statement No.
133”). (See “Derivative Instruments”.)

During the fourth quarter of 2001, the Company recog-
nized an after-tax loss of $44.4 million related to che exit of
selected property and casualty agencies, policies, groups, and
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programs. This loss primarily reflects an increase in loss reserves
for both the current and prior accident years. This resulted from
a process whereby the Company evaluated its approximately
2,500 agencies in the Risk Management segment and identified
691 agencies that did not meet certain profitabilicy standards or
were not strategically aligned with the Company. For these
agents, the Company either terminated the relationship or
restricted the agent’s ability to offer commercial lines policies.
Cerrain groups and specialty programs were also discontinued.
(See “Risk Management — Selected Property & Casualty Exited
Agencies, Policies, Groups & Programs”.)

Voluntary pool environmental losses reflect the Company’s
participation in a reserve deficiency of a voluntary excess and
casualty reinsurance pool. From 1950 to 1982, the Company
voluntarily participated in this reinsurance pool along with sev-
eral other property and casualty carriers. The pool was dissolved
in 1982 and since that time has been in run-off. During the
fourth quarter of 2001, the pool obtained results from an inde-
pendent actuarial review of its current reserve position, which
noted a range of reserve deficiency, primarily as a result of
adverse development of asbestos claims. As a result of this study,
the Company recognized losses, net of taxes, of $21.5 million,
based on the Company’s participation in the reserve deficiency.

The Company recognized a benefit of $5.0 million, net of
taxes, in 2001, as a result of refining cost estimates related to
settlement of a class action lawsuit.

In the fourth quarter of 2001, the Company recognized an
after-tax charge of $1.8 million related to severance and other
employee related costs resulting from the reorganization of its
technology support group. During 2000, the Company recog-
nized an after-tax restructuring charge of $13.5 million. This
charge is the result of a formal company-wide restructuring
plan, intended to reduce expenses and enhance revenues. This
plan consisted of various initiatives, including a series of inter-
nal reotganizations, consolidations in home office operations,
consolidations in field offices, changes in distribution channels
and product changes.

During 2001, the Company recognized a $3.2 million loss,
net of taxes, upon adoption of Statement No. 133. This loss
resulted from recognizing derivative inscruments held by the
Company on January 1, 2001, at their fair values. This adjust-
ment represents net losses that were previously deferred in other
comprehensive income on derivative instruments that do not
qualify for hedge accounting. The Company recorded an offset-
ting gain in other comprehensive income of $3.3 million, net of
taxes, to recogunize these derivative instruments.

2000 Compared to 1999

The Company’s segment income before taxes and minority
interest increased $5.2 million, or 1.4%, to $374.5 million dur-
ing 2000. This increase is primarily attributable to increased
income of $17.3 million from the Allmerica Financial Services
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segment, partially offset by a decrease of $9.6 million from the
Risk Management segment. The increase in the Allmerica
Financial Services segment income is primarily ateributable to
higher asset-based fee income driven by additional deposits and
market appreciation in the variable product lines, partially off-
set by higher policy acquisition and other growth related oper-
ating expenses. The decrease in the Risk Management segment
is primarily attributable to increased losses and LAE resulting
from a $96.0 million decrease in favorable development on prior
years’ reserves, as well as increased current year claims activity,
primarily in the workers’ compensation, commercial automo-
bile and homeowners lines of business. Partially offsecting these
items are rate increases, principally in the commercial lines, of
approximately $66 million and decreased policy acquisition and
other operating expenses of $14.8 million.

The effective tax rate for segment income was 15.3% for
2000 as compared to 19.6% in 1999. The decrease in the tax
rate was primarily due to the recognition of the dividend
received deduction associated with the Company's variable
products.

Nert realized losses on investments, after taxes and amorti-
zation, were $87.8 million during 2000, primarily attriburable
to after-tax realized losses of $54.7 million resulting from the
sale of approximately $2.2 billion of fixed income securities,
pursuant to the Company’s strategy to maximize yields by
investing the proceeds in higher yielding securities. In addition,
the Company recognized $43.0 million in after-tax realized
losses due to impairments of fixed maturities. During 1999, net
realized gains on investments, after taxes and amortization, were
$63.0 million, primarily due to after-tax net realized gains from
sales of appreciated equity securities of $92.2 million. This was
partially offset by $31.3 million of after-tax realized losses from
impairments recognized on fixed maturities.

During 2000, the Company recognized an after-tax restruc-
turing charge of $13.5 million. This charge is the result of the
aforementioned formal company-wide restructuring plan,
intended to reduce expenses and enhance revenues. In the fourth
quarter of 1999, the Company reduced its charge related to the
1998 restructuring of the Company’s Risk Management seg-
ment by $1.2 million, net of taxes.

During the second quarter of 1999, the Company approved
a plan to exit its group life and health insurance business, con-
sisting of its Employee Benefit Services (“EBS”) business, its
Affinity Group Underwriters (“AGU”) business and its accident
and healch assumed reinsurance pool business (“reinsurance pool
business”). Prior to 1999, these businesses comprised substan-
tially all of the former Corporate Risk Management Services
segment. Accordingly, the operating results of the discontinued
segment have been reported in the Consolidated Statements of
Income as discontinued operations in accordance with
Accounting Principles Board Opinion No. 30, Reporting the




Results of Operations — Reporting the Effects of Disposal of a Segment
of @ Business, and Extraordinary, Unusual and Infrequently
Occurring Events and Transactions (“APB Opinion No. 30”). In
the third quarter of 1999, the operating results from the dis-
continued segment were adjusted to reflect the recording of
additional reserves related to accident claims from prior years,
In March 2000, the Company sold its EBS business to Great-
West Life and Annuity Insurance Company of Denver. In 1999,
the Company recorded a $30.5 million loss, net of taxes, on the
disposal of its group life and health business.

Segment Results

The following is management’s discussion and analysis of the
Company’s results of operations by business segment. The seg-
ment results are presented before taxes and minority interest
and other items which management believes are not indicative
of overall operating trends, including realized gains and losses.

Risk Management

The following table summarizes the results of operations for the
Risk Management segment:

For the Years Ended December 31 2001 2000 1999
(In millions)
Segment revenues
Net premiums written $2,285.0 $2,153.4 $1,977.0
Net premiums earned $2,205.7 $2,066.7 $1,948.2
Net investment income 216.0 218.4 2214
Other income 33.1 22.6 19.8
Total segment revenues 2,454.8 2,307.7 2,189.4
Losses and LAE © 1,753.1 1,563.0 1,420.3
Policy acquisition expenses 401.7 373.2 370.6
Other operating expenses 206.5 181.5 198.9
Segment income $ 935 $ 1900 $ 199.6

(1) Includes policyholders' dividends of 88.1 million, $13.8 million and $12.3 million in 2001,
2000 and 1999, respectively.

2001 Compared to 2000

Risk Management'’s segment income decreased $96.5 million,
or 50.8%, to $93.5 million for the year ended December 31,
2001, compared to $190.0 million in 2000. The decline in seg-
ment income is primarily attributable to increased losses and
LAE resulting from a $121.0 million decrease in favorable
development on prior years’ reserves. The unfavorable trend in
reserve development is primarily the result of an increase in per-
sonal automobile loss frequency and severity, and the Company
having captured, in 1999 and 2000, the accumulated benefits of

its claims redesign efforts. In addition, losses and LAE increased
in 2001 due to approximately $62 million of increased current
accident year claims activity primarily in the personal automo-
bile, commercial multiple peril, and homeowners lines. Other
operating expenses increased during 2001 primarily due to
increased technology costs and premium charge-offs. Partially
offsetting these items are approximately $101 million of net
rate increases, primarily in commercial lines. In addition, net
catastrophe losses decreased $19.2 million, to $51.0 million for
the year ended December 31, 2001. Net catastrophe losses
include $10.5 million of incurred losses related to the events of
September 11, 2001. A net loss of $0.9 million and a net
benefit of $9.8 million are included in segment income in 2001
and 2000, respectively, as a result of a whole account aggregate
excess of loss reinsurance agreement (“aggregate excess of
loss reinsurance treaty™), which provides coverage for the 1999
accident year.

2000 Compared to 1999

Risk Management’s segment income decreased $9.6 million, or
4.8%, to $190.0 million for the year ended December 31, 2000,
compared to $199.6 million in 1999. The decline in segment
income is primarily attributable to increased losses and loss
adjustment expenses resulting from a $96.0 million decrease in
favorable development on prior years’ reserves. In addition,
increased current year claims activity primarily in the workers’
compensation, commercial automobile, and homeowners lines
contributed to the decline. Partially offsetting these items are
approximately $66 million of rate increases, primarily in the
commercial lines. Also, policy acquisition and other operating
expenses decreased $14.8 million primarily as the result of effi-
ciencies gained through consolidation of underwriting process-
es. Reflected in the aforementioned $14.8 million decrease is a
$6.0 million reduction in premium tax reserves, recognized in
the fourth quarter of 2000. Net catastrophe losses decreased
$6.7 million, to $70.2 million for the year ended December 31,
2000, compared to $76.9 million in 1999. Net benefits of $9.8
million and $15.9 million are included in segment income as a
result of the aforementioned aggregate excess of loss reinsurance
treaty in 2000 and 1999, respectively.

Distribution Channel Results

Distribution channel results are reported using statutory
accounting principles, which are prescribed by state insurance
regulators. The primary difference between statutory account-
ing principles and generally accepted accounting principles
(“GAAP”) is the deferral of certain underwriting costs under
GAAP that are amortized over the life of the policy. Under
statutory accounting principles, theses costs are recognized
when incurred or paid. Management reviews the operations of
this business based upon statutory results.
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The following table summarizes the results of operations for the distribution channels of the Risk Management segment:

For the Year Ended December 31, 2001

(In millions, except vatios)

Standard Sponsored Specialry

Markers Markets Markets Otber Total
Starutory net premiums written $1,565.5 $661.7 $ 544 $ 1.6 $2,283.2
Statutory combined ratio @ 107.3 100.4 141.3 N/M 106.1
Statutory underwriting loss ) $ (121.0) $ (9.1) $(Q23) $@20 (154.4)
Reconciliation to segment income:
Net investment income 216.0
Other income and expenses, net 17.8
Other statutory to GAAP adjustments 14.1
Segment income $ 935

For the Year Ended December 31, 2000

(In millions, except ratios)

Standard Sponsored Specialty

Markets Markets Markets Other Total
Statutory net premiums written $1,505.7 $603.2 $ 382 ¢ 23 $2,1494
Statutory combined ratio 102.9 97.7 110.4 N/M 102.0
Statutory underwriting (loss) profit $ (581) % 80 $ 4.2 $(9.0) (63.3)
Reconciliation to segment income:
Net investment income 218.4
Other income and expenses, net 12.1
Other statutory to GAAP adjustments 22.8
Segment income $ 190.0

For the Year Ended December 31, 1999

(I millions, except ratios)

Standard Sponsored Specialty

Markets Markets Markets Other Toral
Statutory net premiums written $1,391.9  $545.6  $ 397 § 2.7 $1,9799
Statutory combined ratio 101.3 101.2 124.0 N/M 101.2
Statutory underwriting (loss) profit $ 147 $ 07 % 81 ¢ 04 (30.1)
Reconciliation to segment income:
Net investment income 2214
Other income and expenses, net 6.2
Other statutory to GAAP adjustments 2.1
Segment income $ 199.6

(1) Statutory combined ratio is a common industry measurement of the results of property and casualty insurance underwriting. This ratio is the sum of the ratio of incurved claims and claim expenses to premiums
earned and the ratio of underwriting expenses incurved to premiums written. Federal income taxes, net investment income and other non-underwriting expenses are not reflected in the statutory combined ratio.

N/M — Not meaningful
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2001 Compared to 2000
Standard Markets

Standard Markets’ net premiums written increased $59.8 mil-
lion, or 4.0%, to $1,565.5 million for the year ended December
31, 2001. The increase in net premiums written primarily
resulted from increases of $27.8 million, or 8.9%, $23.9 mil-
lion, or 4.8%, $7.7 million, or 4.7%, and $7.4 million, or
3.3%, in the commercial multiple peril, personal automobile,
homeowners and commercial automobile lines, respectively.
The increase in the commercial multiple peril line is primarily
the result of rate increases of 12.3% and 8.8% in Michigan and
New York, respectively. Commercial multiple peril policies in
force also increased 2.4% since December 31, 2000. Personal
automobile’s net premiums written increased primarily due to a
3.1% increase in policies in force and a 2.9% Michigan rate
increase since December 31, 2000. Parrially offsetting these
favorable items in the personal automobile line is a 5.4%
Massachusetts net rate reduction in 2001. The increase in home-
owners’ net premiums written is primarily the result ofa 16.8%
Michigan rate increase partially offset by a 1.1% decrease in
policies in force in 2001. In addition, the commercial automo-
bile line experienced rate increases of 6.4%, 7.6%, and 16.5%
in Michigan, Massachusetts, and New York, respectively, since
December 31, 2000. Partially offsetting these favorable items is
a $21.7 million, or 10.2% decrease in workers’ compensation’s
net premiums wricten. The decrease in workers’ compensation
is primarily attributable to the non-renewal of several large,
unprofitable commercial accounts in 2001. Net premiums writ-
ten reflected ceded premiums of $5.1 million and $16.8 million
under the aforementioned aggregate excess of loss reinsurance
treaty for 2001 and 2000, respectively.

Standard Markets’ underwriting results declined $62.9
million to an underwriting loss of $121.0 million for the year
ended December 31, 2001, compared to an underwriting loss of
$58.1 million in 2000. This is primarily accribucable to the
aforementioned decrease in favorable development on prior
years’ reserves primarily in the personal automobile, commercial
automobile, and commercial multiple peril lines. Increased cur-
rent accident year claims activity in the personal automobile
line and increased current accident year claims severity in the
commercial multiple peril line also contributed to the decline.
Partially offsetting these items are approximately $73 million of
rate increases, primarily in commercial lines. In addition, caras-
trophe losses decreased $15.2 million to $29.1 million for the
year ended December 31, 2001, compared to $44.3 million for
the same period in 2000. Net benefits of $2.7 million and $9.7
million are included in underwriting results relating to the

aforementioned aggregate excess of loss reinsurance treaty in
2001 and 2000, respectively.

Sponsored Markets

Sponsored Markets’ net premiums written increased $58.5 mil-
lion, or 9.7%, to $661.7 million for the year ended December
31, 2001. The increase in net premiums written is primarily
atcributable to a $31.4 million, or 6.6%, and a $20.8 million,
or 17.1%, increase in the personal automobile and homeowners
lines, respectively. The increase in personal automobile’s net
premiums written is primarily the result of a 5.0% increase in
policies in force and the aforementioned Michigan rate increase,
partially offset by a 5.4% Massachusetts net rate reduction since
December 31, 2000. In addition, homeowners’ net premiums
written increased primarily due to a 5.7% increase in policies in
force and the aforementioned 16.8% Michigan rate increase in
2001. Net premiums written reflected ceded premiums of $2.3
million and $7.8 million under the aforementioned aggregate
excess of loss reinsurance treaty for 2001 and 2000, respectively.

Underwriting results declined $17.1 million to an under-
writing loss of $9.1 million for the year ended December 31,
2001, compared to an underwriting profit of $8.0 million in
2000. The decline in underwriting results is primarily attribut-
able to the aforementioned decrease in favorable development
on prior years’ reserves primarily in the personal automobile line
in 2001. Partially offsetting this item are approximately $28
million of rate increases, primarily in the personal automobile
line and improved current accident year claims activity in the
personal automobile and homeowners lines. In addition, net
catastrophe losses decreased $4.3 million to $21.6 million for
the year ended December 31, 2001, compared to $25.9 million
in 2000. Net benefits of $1.2 million and $4.1 million are
included in underwriting results relating to the aforementioned
aggregate excess of loss reinsurance treaty in 2001 and 2000,
respectively.

Specialty Markets

Specialty Markets' net premiums written increased $16.2 mil-
lion, or 42.4%, to $54.4 million for the year ended December
31, 2001. This increase is primarily attributable to a $7.7 mil-
lion, or 113.2%, and $5.0 million, or 38.2%, increase in the
commercial multiple peril and commercial automobile lines,
respectively. The Company terminated virtually all of its spe-
cialty commercial programs during the fourth quarter of 2001.
This is discussed in further detail under “Selected Property &
Casualty Exited Agencies, Policies, Groups & Programs”.
Underwriting results declined $18.1 million, to a loss of
$22.3 million for the year ended December 31, 2001, compared
to a loss of $4.2 million in 2000. The decline in underwriting
results is primarily ateributable to an $11.8 million increase in
policy acquisition and other underwriting expenses since
December 31, 2000 primarily related to an absence of ceding
commission income from business that has not been renewed. In
addition, an increase in current accident year claims severity in
the commercial automobile line unfavorably impacted results.
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2000 Compared to 1999

Standard NMearkels

Standard Markets’ net premiums written increased $113.8 mil-
lion, or 8.2%, to $1,505.7 million for the year ended December
31, 2000. The increase in net premiums written primarily
resulted from increases of $29.7 million, or 6.4%, $26.3 mil-
lion, or 13.4%, $25.9 million, or 9.1%, and $18.4 million, or
9.4%, in the personal automobile, commercial automobile,
commercial multiple peril, and workers’ compensation lines,
respectively. The increase in the personal automobile line is pri-
marily the result of a 6.9% increase in policies in force and a
1.0% rate increase in Massachusetts in 2000. The increase in
commercial automobile’s net premiums written is primarily che
result of rate increases of 6.8%, 10.3%, and 14.3% in Michigan,
Massachusetts, and New York, respectively, partially offset by a
3.5% decrease in policies in force in 2000. In addition, the com-
mercial multiple peril line experienced a 16.2% rate increase in
Michigan and policies in force increased 3.3% in 2000.
Workers’ compensation’s net premiums written increased as a
result of 36.8%, 8.0%, and 13.0% rate increases in Maine,
Michigan and Indiana, respectively, in 2000. Also, net premi-
ums written increased $11.2 million, or 7.3%, for the year
ended December 31, 2000 in the homeowners line. This
increase is primarily the result of a 7.2% Michigan rate increase
and a 2.3% increase in policies in force over the prior year. Net
premiums written reflected ceded premiums of $16.8 million
and $9.3 million under the aforementioned aggregate excess of
loss reinsurance treaty for 2000 and 1999, respectively.
Standard Markets’ underwriting results declined $43.4
million to an underwriting loss of $58.1 million for the year
ended December 31, 2000, compared to an underwriting loss of
$14.7 million in 1999. The decline in underwriting results is
primarily attributable to a decrease in favorable development on
prior years’ reserves in the workers’ compensation, commercial
multiple peril, and personal automobile lines. In addition, an
increase in current year claims severity in the workers’ compen-
sation and commercial automobile lines contributed to the
decline. Partially offsetting these unfavorable items is improved
current year claims frequency in the commercial multiple peril
line. Net benefits of $9.7 million and $7.5 million are included
in underwriting results relating to the aforementioned aggregate
excess of loss reinsurance treaty in 2000 and 1999, respectively.

Sponsored Markels

Sponsored Markets’ net premiums written increased $57.6 mil-
lion, or 10.6%, to $603.2 million for the year ended December
31, 2000. The increase in net premiums written is primarily
attributable to a $42.3 million, or 9.7%, increase in the per-
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sonal automobile line. This is primarily the result of a 4.8%
increase in policies in force over the same period in 1999 and the
aforementioned 1.0% rate increase in Massachusetts. In addi-
tion, homeowners’ net premiums written increased $10.3 mil-
lion, or 9.2%, primarily attributable to the aforementioned
7.2% Michigan rate increase and a 3.2% increase in policies in
force in 2000. Net premiums written reflected ceded premiums
of $7.8 million and $12.6 million under the aforementioned
aggregate excess of loss reinsurance treaty for 2000 and 1999,
respectively.

Underwriting results improved $15.7 million to an under-
writing profit of $8.0 million for the year ended December 31,
2000, compared to an underwriting loss of $7.7 million in
1999. The improvement in underwriting results is primarily
attributable to a $7.3 million decrease in loss adjustment
expenses resulting from a decrease in legal fees and employee
related expenses in 2000. In addition, net catastrophe losses
decreased $6.6 million to $25.9 million for the year ended
December 31, 2000, compared to $32.5 million in 1999.
Improved current year claims activity in the personal automo-
bile line also contributed to this improvement. Partially offset-
ting these favorable items is a decrease in favorable development
on prior years’ reserves in the personal automobile line. Net
benefits of $4.1 million and $9.9 million are included in under-
writing results relating to the aforementioned aggregate excess
of loss reinsurance treaty in 2000 and 1999, respectively.

Snecisity Markels

Specialty Markets’ net premiums wricten decreased $1.5 mil-
lion, or 3.8%, to $38.2 million for the year ended December 31,
2000. This decrease is primarily attriburable to a 6.4% decrease
in policies in force in 2000. In addition, an increase in ceded
premiums resuleing from greater utilization of reinsurance in
the general liability line contributed to the decrease in net pre-
miums written. The Company continually assesses the prof-
itability of each individual program and seeks to exit programs
that do not meet established Company underwriting guidelines.

Underwriting results improved $3.9 million, to a loss of
$4.2 million for the year ended December 31, 2000, compared
to a loss of $8.1 million in 1999. The improvement in under-
writing results is primarily atcributable to $4.3 million and
$1.8 million decreases in policy acquisition and other under-
writing expenses and loss adjustment expenses, respectively.
Partially offsetting these favorable items is an increase in non-
catastrophe claims activity in the commercial multiple peril
line.




Investment Results

Net investment income before tax was $216.0 million, $218.4
million and $221.4 million for the years ended December 31,
2001, 2000 and 1999, respectively. The decrease in net invest-
ment income in 2001, compared to 2000, primarily reflects the
impact of bonds that defaulted and a reduction in average
invested assets, partially offset by an increase in average pre-tax
yields on debt securities. Average invested assets decreased
$23.7 million, or 0.7%, to $3,378.1 million in 2001, compared
to $3,401.8 million in 2000. Average pre-tax yields on debt
securities increased to 6.9% in 2001, compared to 6.8% in
2000, due to the shift in investment strategy providing for
investments in taxable securities instead of tax exempt securi-
ties, to maximize after-tax investment yields.

The decrease in net investment income in 2000, compared
to 1999, primarily reflects a reduction in average invested
assets, partially offset by an increase in average pre-tax yields on
debt securities. Average invested assets decreased $122.3 mil-
lion, or 3.5%, to $3,401.8 million in 2000, compared to
$3,524.1 million in 1999. This reduction is due to the transfer
of cash and securities of $108.0 million and $350.0 million to
the Corporate segment during the second quarters of 2000 and
1999, respectively. Average pre-tax yields on debt securities
increased to 6.8% in 2000, compared to 6.7% in 1999, due to
a shift in investment strategy providing for investments in tax-
able securities instead of tax exempt securities, to maximize
after-tax investment yields.

Reserve for Losses and Loss
Adjustment Expenses

The Risk Management segment maintains reserves for its prop-
erty and casualty products to provide for the Company’s ulti-
mate liability for losses and loss adjustment expenses with
respect to reported and unreported claims incurred as of the end
of each accounting period. These reserves are estimates, involv-
ing actuarial projections at a given point in time, of what man-
agement expects the ultimate settlement and administration of
claims will cost based on facts and cifcumstances then known,
predictions of future events, estimates of future trends in claim
severity and judicial theories of liability and other factors. The
inherent uncertainty of estimating insurance reserves is greater
for certain types of property and casualty insurance lines, par-
ticularly workers’ compensation and other liability lines, where
a longer period of time may elapse before a definitive determi-
nation of ultimate liability may be made, and where the tech-
nological, judicial and political climates involving these types of
claims are changing.

The Company regularly updates its reserve estimates as

new information becomes available and further events occur
which may impact the resolution of unsettled claims. Changes
in prior reserve estimates are reflected in results of operations in
the period such changes are determined to be needed and
recorded.

The cable below provides a reconciliation of the beginning
and ending reserve for unpaid losses and LAE as follows:

For the Years Ended December 31 2001 2000 1999
(In mitlions)
Reserve for losses and LAE,
beginning of year $2,719.1  $2,618.7 $2,597.3
Incurred losses and LAE, net of
reinsurance recoverable:
Provision for insured events
of current year 1,708.3 1,634.9 1,601.4
Increase (decrease) in provision
for insured events of prior years 33.6 (87.4) (183.4)
Losses related to selected property
& casualty exited agencies,
policies, groups & programs 52.9 — —
Losses related to voluntary
pool environmental claims 33.0 — —
Total incurred losses and LAE 1,827.8 1,547.5 1,418.0
Payments, net of reinsurance
recoverable:
Losses and LAE attributable to
insured events of current year 892.8 870.2 861.1
Losses and LAE attributable to
insured events of prior years 780.3 703.8 638.0
Total payments 1,673.1 1,574.0 1,499.1
Change in reinsurance recoverable
on unpaid losses 47.7 126.9 102.5
Reserve for losses and LAE,
end of year $2,921.5 $2,719.1 $2,618.7

As part of an ongoing process, the reserves have been re-esti-
mated for all prior accident years and were increased by $107.4
million in 2001 and decreased by $87.4 million and $183.4
million in 2000 and 1999, respectively. Included in 2001 were
increased reserves of $40.8 million related to the exit of select-
ed property and casualty agencies, policies, groups and pro-
grams, and $33.0 million related to voluntary pool environ-
mental claims.

During the year ended December 31, 2001, estimated loss
reserves for claims occurring in prior years developed unfavor-
ably by $72.8 million and LAE reserves developed favorably by
$39.2 million. Favorable development on prior years’ loss
reserves and LAE reserves was $25.9 million and $61.5 million,
respectively, in 2000, and $93.1 million and $90.3 million,
respectively, in 1999. The unfavorable loss reserve development
in 2001 is primarily the result of an increase in personal auto-
mobile loss frequency and severity, increased commercial lines
loss severity and additional losses related to fourth quarter 2000
non-catastrophe weather related claims in Michigan. These non-
catastrophe claims primarily affected the personal automobile,
workers’ compensation and commercial multiple peril lines.
The favorable loss reserve development in both 2000 and 1999
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is primarily the result of the Company capturing the accumu-
lated benefits of its claim redesign efforts. Favorable develop-
ment on prior years’ LAE reserves in 2001, 2000 and 1999 is
primarily ateributable to claims process improvement initiatives
taken by the Company over the past four years. Since 1997, the
Company has lowered claim settlement costs through increased
utilization of in-house attorneys and consolidation of claim
offices. These measures are complete. The Company currently
expects no significant favorable or adverse LAE reserve develop-
ment in 2002,

Reserves established for current year losses and LAE in
2001 and 2000 consider the factors that resulted in the favor-
able development of prior years’ loss and LAE reserves during
1999 and earlier years. Accordingly, current year reserves are
modestly lower, relative to those initially established for similar
exposures in years prior to 2000.

Inflation generally increases the cost of losses covered by
insurance contracts. The effecc of inflation on the Company
varies by product. Property and casualty insurance premiums
are established before the amount of losses and LAE, and the
extent to which inflation may affect such expenses, are known.
Consequently, the Company attempts, in establishing rates and
reserves, to anticipate the potential impact of inflation in the
projection of ultimate costs. The impact of inflation has been
relatively insignificant in recent years. However, inflation could
contribute to increased losses and LAE in the future.

The Company regularly reviews its reserving techniques,
its overall reserving position and its reinsurance. Based on (i)
review of historical data, legislative enactments, judicial deci-
sions, legal developments in impositions of damages, changes in
political attitudes and trends in general economic conditions,
(ii) review of per claim informarion, (iii) historical loss experi-
ence of the Company and the industry, (iv) the relatively short-
term nature of most policies and (v) internal estimates of
required reserves, management believes that adequate provision
has been made for loss reserves. However, establishment of
appropriate reserves is an inherently uncertain process and there
can be no certainty that current established reserves will prove
adequate in light of subsequent actual experience. A significant
change to the estimated reserves could have a material impact
on the results of operations.

Environmental Reserves

Although the Company does not specifically underwrite policies
that include environmental damage and toxic torr liability, the
Company may be required to defend such claims. Loss and LAE
reserves for all direct business written by its property and casu-
alty companies related to environmental damage and toxic tort
liabilicy, included in the reserve for losses and LAE, were $26.7
million, $25.4 million and $34.8 million, net of reinsurance of
$13.0 million, $15.9 million and $11.2 million in 2001, 2000
and 1999, respectively. The Company estimated its ultimate lia-
bility for these claims based upon currently known facts, rea-
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sonable assumptions where the facts are not known, current law
and methodologies currently available. Although these out-
standing claims are not significant, their existence gives rise to
uncertainty and are discussed because of the possibility that
they may become significant. The Company believes that,
notwithstanding the evolution of case law expanding liability in
environmental claims, recorded reserves related to these claims
are adequate. In addition, the Company is not aware of any lit-
igation or pending claims that may result in additional materi-
al liabilities in excess of recorded reserves. The environmental
liability could be revised in the near term if the estimates used
in determining the liability are revised.

The Company was a participant in a voluntary excess and
casualty reinsurance pool (Excess and Casualty Reinsurance
Association, “ECRA”) from 1950 to 1982, In 1982 the pool was
dissolved and since that time the business has been in runoff.
The Company's participation in this pool has resulted in an
average loss of $2.5 million annually over the past ten vyears.
During 2001, the pool commissioned an independent actuarial
review of the current reserve position, which noted a range of
reserve deficiency primarily as a result of adverse development
of asbestos claims. As a result of this study, the Company
recorded an addicional $33.0 million of losses in the fourth
quarter of 2001. This reserving action has been presented as a
separate line item in the Consolidated Statements of Income and
has been excluded from adjusted net income due to manage-
ment’s belief that this item is not indicative of overall operating
trends. Loss and LAE reserves for assumed reinsurance and pool
business with environmental damage and toxic tort liability,
including the aforementioned ECRA reserve adjustment, were
$39.3 million, $10.6 million, and $12.5 million in 2001, 2000
and 1999, respectively. These reserves relate to pools in which
the Company has terminated its participation, however, the
Company continues to be subject to claims related to years in
which it was a participant. Because of the inherent uncertainty
regarding the types of claims in these pools, there can be no
assurance that these reserves will be sufficient.

Selecied Properly & Casuealiy Exiled Agencies, Policies,

Groups & Programs

During the fourth quarter of 2001, the Company completed an
extensive review of its agency relationships which resulted in
the termination of 377 agencies and the withdrawal of com-
mercial lines’ underwriting authoricy from 314 agencies. These
actions affected approximately 27% of the approximately 2,500
active agencies representing the Company in 2001. These agen-
cies have consistently produced unsatisfactory loss ratios. In
addition, the Company terminated virtually all of icts specialty
commercial programs and discontinued a number of special
marketing arrangements. The total earned premium associated
with the exited business was $252.9 million in 2001 and is esti-
mated to be approximately $170 million and $65 million in
2002 and 2003, respectively. The Company is contractually or




under statutory regulations obligated to renew policies with
certain agents that will be in runoff in 2002 and 2003. The esti-
mared future premium deficiency on these policies is $7.2 mil-
lion and this loss was recorded during 2001. In connection with
these actions, the Company performed an actuarial review of
outstanding reserves with segregated loss history on the exited
business. Based on this review, an increase to reserves of $52.9
million was recorded in the fourth quarter of 2001. This
increase includes $12.1 million of adverse development in the
current year and $40.8 million of adverse development on prior
year reserves, which is net of a $5.9 million benefit from the
aforementioned aggregate excess of loss reinsurance treaty.
Under the aggregate excess of loss reinsurance treaty, the
Company recognized a net benefit of $1.1 million, including
the aforementioned $5.9 million benefit related to prior year
reserves. In addition, as a result of projected future losses on the
exited business, the Company recorded an impairment to the
deferred acquisition costs asset (“DAC”) of $3.4 million. This
resulted in an increase in policy acquisition expenses and a
decrease in the Company’s DAC asset balance as of December
31, 2001. The total charge of $68.3 million has been presented
as a separate line item in the Consolidated Statements of Income
and has been excluded from adjusted net income due to man-
agement’s belief that this item is not indicative of overall oper-
ating trends. Actual future losses from the exited business may
vary from the Company’s estimate.

Reinsurance

The Risk Management segment maintains a reinsurance pro-
gram designed to protect against large or unusual losses and
allocated LAE activity. This includes excess of loss reinsurance
and catastrophe reinsurance. The Company determines the
appropriate amount of reinsurance based on the Company’s eval-
uation of the risks accepted and analyses prepared by consult-
ants and reinsurers and on market conditions including the
availability and pricing of reinsurance. Reinsurance contracts do
not relieve the Company from its obligations to policyholders.
Failure of reinsurers to honor their obligations could result in
losses to the Company. The Company believes that the terms of
its reinsurance contracts are consistent with industry practice in
that they contain standard terms wich respect to lines of busi-
ness covered, limit and retention, arbitration and occurrence.
Based on its review of its reinsurers’ financial statements and
reputations in the reinsurance marketplace, the Company
believes that its reinsurers are financially sound.

Catastrophe reinsurance serves to protect the ceding insur-
er from significant losses arising from a single event such as
windstorm, hail, hurricane, tornado, riot or other extraordinary

events. Under the Company’s catastrophe reinsurance agree-
ments, the Company ceded $20.3 million of losses in 2001 as a
result of deterioration in the 2000 accident year and $35.2 mil-
lion of losses in 2000.

The Company entered into a whole account aggregate
excess of loss reinsurance agreement, which provides coverage
for accident year 1999 for the Company’s property and casualty
business. The program covered losses and allocated LAE,
including those incurred but not yet reported, in excess of a
specified whole account loss and allocated LAE ratio. The cov-
erage limit for losses and allocated LAE is $150.0 million. The
effect of this agreement on results of operations in each report-
ing period is based on losses and allocated LAE ceded, reduced
by a sliding scale premium of 50-67.5% depending on the size
of the loss, and increased by a ceding commission of 20% of
ceded premium. In addition, net investment income is reduced
for amounts credited to the reinsurer. As a resule of this agree-
ment, the Company recognized net benefits of $0.2 million,
$9.8 million and $15.9 million for the years ended December
31, 2001, 2000, and 1999 respectively, based on estimates of
losses and allocated LAE for accident year 1999. The 2001
impact from this treaty includes a $1.1 million net benefit relat-
ed to the aforementioned exit of selected property and casualcy
agencies, policies, groups and programs. The effect of this agree-
ment on the results of operations in future periods is not
currently determinable, as it will be based both on future losses
and allocated LAE for accident year 1999.

The Company, in the Risk Management segment, is subject
to concentration of risk with respect to reinsurance ceded to var-
ious residual market mechanisms. As a condition to the ability
to conduct certain business in various states, the Company is
required to participate in various residual marker mechanisms
and pooling arrangements which provide various insurance cov-
erage to individuals or other entities thar are otherwise unable
to putchase such coverage. These market mechanisms and pool-
ing arrangements include the Massachusetts Commonwealth
Automobile Reinsurers and the Michigan Catastrophic Claims
Association.

Asset Accumulation
Allmerica Financial Services

The following table summarizes the results of operations for the
Allmerica Financial Services segment.

For the Years Ended December 31 2001 2000 1999
(In millsons)
Segment revenues
Premiums $ 490 §$ 521 § 545
Fees 391.6 421.1 359.3
Net investment income 288.9 283.6 304.8
Other income 97.0 110.4 89.7
Total segment revenues 826.5 867.2 808.3
Policy benefics, claims and losses 346.8 315.1 323.0
Policy acquisition and other
operating expenses 336.7 329.3 279.8
Segment income $143.0 $222.8  $2055
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2001 Compared to 2000

Segment income decreased $79.8 million, or 35.8%, to $143.0
million in 2001. This decrease primarily reflects lower asset-
based fees and other income, as well as an increase in policy ben-
efits and other operating expenses, net of lower deferred acqui-
sition costs. The decline in asset-based fees and other income is
principally attributable to a decrease in the market value of
assets under management in the variable product lines, and to
lower brokerage income.

Segment revenues decreased $40.7 million, or 4.7%, in
2001, primarily due to lower asset-based fees and other income.
Fee income decreased $29.5 million, or 7.0%, to $391.6 mil-
lion, primarily due to variable annuity fees which decreased
$21.3 million, or 9.0%. This was primarily due to a decline in
the market value of average variable annuity assets under man-
agement. In addition, group annuity and non-variable universal
life policy fees decreased $9.3 million and $8.4 million, respec-
tively, during 2001. These declines were primarily due to lower
average invested assets resulting from the Company’s decision to
exit its defined contribution group retirement business and
from the continued shift in focus to variable life insurance and
annuity products. Additionally, the decline in non-variable uni-
versal life fees included approximately $4 million due to
changes in certain actuarial assumptions in 2000. These decreas-
es in fees were partially offset by a 9.5 million increase in vari-
able universal life fees principally due to additional deposits.
Other income decreased $13.4 million, or 12.1%, to $97.0 mil-
lion. This decline was primarily due to lower investment man-
agement fees of $8.3 million resulting from depreciation and
reduced deposits in variable product assets under management
as well as to lower brokerage income of $6.1 million resulting
from a decrease in mutual fund and general securities transac-
tion volumes.

Net investment income increased $5.3 million primarily
due to additional income from the investment of higher gener-
al account deposits, partially offset by the impact of defaulted
bonds, lower average mortgage investments and yields, and to
the aforementioned decision to exit the defined contribution
group retirement business.

Policy benefits, claims and losses increased $31.7 million,
or 10.1%, to $346.8 million in 2001, primarily due to
increased interest credited of approximately $22 million related
to an increase in general account deposits. Additionally, policy
benefits include guaranteed minimum death benefits
(“GMDB”) related to variable annuities. In the event of the
death of an annuitant, the GMDB provides beneficiaries with a
payment equal to the greater of a prescribed death benefit or the
current account value of the annuity. This results in increased
annuity policy benefits in periods of declining financial markets
and in periods of stable financial markets following a decline.
The Company has established reserves for GMDB based on its
best estimate of the long-term cost of GMDB. During 2001,
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the GMDB expense increased $10.5 million, prirﬁarily due to
the recent, sustained decline in the financial markets. If market
levels as of December 31, 2001 continue, GMDB expenses in
2002 are expected to increase by $20 million to $25 million
over 2001. Approximately one third to one half of this increase
will be offset by reduced amortization of deferred policy acqui-
sition costs. Additional declines in the financial markets would
further increase these costs.

Policy acquisition and other operating expenses increased
$7.4 million, or 2.2%, to $336.7 million in 2001. Other oper-
ating expenses increased approximately $18.3 million, primari-
ly due to increases in technology and distribution costs, partial-
ly offsec by lower brokerage commissions and administrative
expenses due to the aforementioned decrease in trading volumes
for mutual fund and general securities transactions. In addition,
other operating expenses in 2000 included a $4.7 million net
reduction in premium tax and guaranty fund reserves. Manage-
ment expects technology and distribution costs to coentinue to
increase in 2002 due to new sales initiatives.

Policy acquisicion expenses decreased $10.9 million or
12.3%, to $77.8 million. In 2001, policy acquisition expense
reflects a refinement in the methodology used by the Company’s
deferred policy acquisition cost valuation system which
decreased amortization expense by approximately $6 million.
Included in policy acquisition expenses in 2000 were several
unusual items, particularly approximately $36.3 million of
reduced expenses related to a change in certain life products
actuarial assumptions and an increase in policy acquisition
expenses of approximately $25.0 million in the annuity line of
business, resulting from an increase in assumed lapse rates.
Excluding the effects of the aforementioned unusual items, pol-
icy acquisition costs declined approximately $15.2 million, pri-
marily due to lower variable annuity profits. Since variable
products’ deferred policy acquisition costs are amortized in pro-
portion to gross profits, the lower annuity gross profits in 2001
resulted in less amortization expense. However, if lower annuity
gross profits persist, a partial writeoff of the existing DAC asset
may occur. This would increase policy acquisition expenses in
the period of the partial writeoff.

2000 Compared to 1999
Segment income increased $17.3 million, or 8.4%, to $222.8
million in 2000. This increase was primarily attribucable to
higher asset-based fee income driven by additional deposits and
market appreciation in the variable product lines, partially off-
set by higher policy acquisition and other operating expenses.
Segment revenues increased $58.9 million, or 7.3%, in
2000 primarily due to increased fees and other income, partial-
ly offset by a decline in net investment income. Fee income from
variable annuities and individual variable universal life policies
increased $52.8 million, or 19.8%, in 2000, primarily due to




additional deposits and market appreciation. New deposits gen-
erated approximately $26.6 million of this growth, while mar-
ket appreciation generated approximately $26.2 million. The
growth in annuity deposits resulted from the introduction of a
“bonus” preduct in the fourth quarter of 1999. The bonus prod-
uct provided for immediate benefits to annuitants upon deposit-
ing funds into an annuity issued by the Company. This product
was distributed through third party mutual fund advisors and
independent broker-dealer distribution channels. Sales of bonus
annuities, which totaled approximately $1.3 billion in 2000,
compared to approximately $157.6 million in 1999, were par-
tially offser by decreases of approximately $857.8 million in
sales of annuities that did not include the bonus feature.
Although average separate account asset values in 2000 were
higher than those in 1999, total separate account assets at
December 31, 2000 were less than average separate account
assets during 2000, reflecting the net market depreciation dur-
ing the year.

Investment and other income decreased $0.5 million, or
0.1%, in 2000. This decrease was primarily due to a $21.2 mil-
lion decline in net investment income due to lower average
invested assets resulting from transfers from the Company’s
general account to the separate accounts in the annuity and
group retirement product lines. This decrease was partially off-
set by higher brokerage income of $16.0 million attributable to
an increase in mutual fund and general securities transaction
volumes and to increased investment managemenc fees of $8.6
million resulting from appreciation and additional deposits in
variable product assets under management.

Policy benefits, claims and losses decreased $7.9 million, or
2.4%, to $315.1 million in 2000. This decrease was due princi-
pally to the absence of a $5.4 million mortality reserve estab-
lished in the variable annuity lines of business during the first
quarter of 1999, and lower participation in an annuity program
introduced in 1998, which provided for a limited time,
enhanced crediting rates on general account deposits. Under
this program, general account deposits were transferred ratably
over a period of time into the Company’s separate accounts. Also
contributing to this decrease was reduced interest credited on
group retirement products due to the cancellations of certain
accounts and asset transfers to the separate accounts. These
reductions were partially offset by strengthening of universal
life and Closed Block reserves in 2000, which resulted in
approximately a $5.5 million increase in that year, as well as less
favorable mortality experience, primarily in the Closed Block.

Policy acquisition and other operating expenses increased
$49.5 million, or 17.7%, in 2000. Ocher operating expenses
increased $28.8 million, primarily due to growth in the variable
annuity and individual variable universal life product lines, and
increases in technology and distribution costs. Also, brokerage

commissions and administrative expenses increased due to the
aforementioned growth in trading volumes for mutual fund and
general securities transactions. These increases were partially
offset by a $4.7 million net reduction in premium tax and guar-
anty fund reserves, recognized in the fourth quarter of 2000.
Policy acquisition expenses increased $20.7 million, primarily
due to growth in the annuity line of business. Included in poli-
cy acquisition expenses in 2000 were several unusual items, par-
ticularly approximately $36.3 million of reduced expenses relat-
ed to a change in certain life products actuarial assumptions and
an increase in policy acquisition expenses of approximately
$25.0 million in the annuity line of business, resulting from an
increase in assumed lapse rates. In 1999, policy acquisition
expenses reflected an $18.4 million benefit resulting from the
implementation and subsequent refinement of an enhanced val-
uation system for annuities. Absent the aforementioned items,
policy acquisition expenses increased approximately $16.9 mil-
lion in 2000.

Statulory Premiums and Deposits
v P

The following table sets forth stacutory premiums and deposits
by product for the Allmerica Financial Services segment.

For the Years Ended December 31 2001 2000 1999
(In millions)
Insurance:
Traditional life $ 474 8 506 $ 526
Universal life 15.4 17.2 23.0
Variable universal life 204.1 209.1 187.0
Individual health 0.3 0.2 0.3
Group variable universal life 64.8 47.7 94.9
Total insurance 332.0 324.8 357.8
Annuities:
Separate account annuities 1,923.1 2,555.1 1,922.2
General account annuities 926.8 524.7 830.2
Retirement investment accounts 6.0 9.3 16.4
Total individual annuiries 2,855.9 3,089.1 2,768.8
Group annuities 197.7 463.1 409.3
Total annuities 3,053.6 3,552.2 3,178.1
Total premiums and deposits $3,385.6  $3,877.0 $3,535.9

2001 Compared to 2000

For the year ended December 31, 2001, total premiums and
deposits decreased $491.4 million, or 12.7%, to $3,385.6 mil-
lion. These decreases are primarily due to lower separate account
and group annuity deposits, partially offset by higher general
account deposits. The Company believes that the lower separate
account and group annuity deposits reflect an industry-wide
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trend resulting from a general decline in the equity markets. In
addition, group annuity deposits decreased due to the Com-
pany’s decision to exit its defined contribution retirement plan
business and to cease marketing activities for new defined ben-
efit retirement business. Partially offsetting these decreases were
higher annuity deposits into the Company’s general account
resulting, in part, from the introduction of a promotional annu-
ity program. This program offered an enhanced crediting rate of
7% for new general account deposits, for up to one year.

Annuity products are distributed primarily through three
distribution channels: (1) “Agency”, which consists of the
Company’s career agency force; (2) “Select”, which consists of a
network of third party broker-dealers; and (3) “Partners”, which
includes distributors of the mutual funds advised by Scudder
Investments (“Scudder”), Pioneer Investment Management, Inc.
and Delaware Management Company (“Delawate”). Partners,
Select, and Agency represented, respectively, approximately
38%, 38%, and 24% of individual annuity deposits in 2001,
and Scudder represented 28% of all individual annuicy deposits.
During 2000, Partners, Select, and Agency represented, respec-
tively, approximately 46%, 25%, and 29% of individual annu-
ity deposits. Deposits in the Partners channel decreased during
the year primarily due to the aforementioned overall decline in
the equity markets, as well as to decreased sales through the
Delaware distribution channel due to its emphasis on sales of
proprietary products. Delaware represented approximately 3%
of all individual annuity deposits in 2001. In che fourth quarter
of 2001, the Company terminated its relationship with
Delaware. The increase in deposits within the Select channel
resulted primarily from the aforementioned promotional annu-
ity program which offered an enhanced crediting rate of 7% and
from the net addition of 22 wholesalers in 2001.

2000 Compared to 1999

For che year ended December 31, 2000, total premiums and
deposits increased $341.1 million, or 9.6%, to $3,877.0 mil-
lion. This increase was primarily due to higher separate account
annuity deposits, partially offset by a decline in general account
annuity deposits. The growth in separate account annuity
deposits resulted from the introduction of the aforementioned
bonus annuity product in the fourth quatter of 1999. This was
partially offset by a decrease in annuity sales that did not
include the bonus feature. Lower general account annuity
deposits resulted from decreased utilization of an annuity pro-
gram with enhanced crediting rates which required the transfer
of deposits ratably over a period of time into the Company’s sep-
arate accounts,
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Allmerica Assel Management

The following table summarizes the results of operations for the
Allmerica Asset Management segment.

For the Years Ended December 31 2001 2000 1999
(In millions)
Interest margins on GICs:
Nert investment income $§ 1443 3 137.8 $ 1379
Interest credited 127.5 119.7 118.6.
Net interest margin 16.8 18.1 19.3
Fees and other income:
External 6.5 6.3 6.2
Internal 5.2 5.1 6.4
Other operating expenses (7.8) (7.0) (8.4)
Segment income $ 207 $ 225 & 235
Average GIC deposits outstanding ~ $2,737.9  $1,887.9  $2,068.5

2001 Compared ro 2000

Segment income decreased $1.8 million, or 8.0%, to $20.7 mil-
lion in 2001 primarily due to decreased earnings on GICs and
to lower earnings related to external clients. Earnings on GICs
decreased $1.3 million primarily due to a shift from short-term
funding agreements to lower margin long-term funding agree-
ments in 2001 and to lower investment income due to defaults
on certain bonds supporting GIC obligations. These declines
were partially offset by increased earnings from higher net GIC
deposits during the year. The decrease in earnings related to
external clients resulted from a decrease in management fees
from a securitized investment portfolio, partially offsec by an
increase in new external assets under management.

In the fourth quarter of 2001, the Company was notified of
short-term funding agreement withdrawals of approximately
$380 million which resulted from uncertainty regarding the
rating agency actions described in “Recent Developments.”
These withdrawals precipitated losses from related interest rate
swap contracts as described in “Derivative Instruments.”
Management expects income from the GIC product line to be
unfavorably affected in future periods due to short-term funding
agreement withdrawals and a continued shift to lower margin
long-term funding agreements. Further ratings downgrades
may negatively affect GIC sales and results of operations.

2000 Compared to 1999

Segment income decreased $1.0 million, or 4.3%, to $22.5 mil-
lion in 2000 primarily due to decreased earnings on GICs.
Earnings on GICs decreased $1.2 million primarily due to
short-term funding agreement withdrawals during the fourth
quarter of 1999 and a shift to lower margin long-term funding
agreements in 2000. The withdrawals in 1999 reflected uncer-
tainties in the market following the insolvency of one specific
company, resulting in greater redemptions for cthe industry
overall.




Corporate

The following table summarizes the results of operations for the
Corporate segment for the periods indicated.

For the Years Ended December 31 2001 2000 1999
(1n millions)
Segment revenues

Investment and other income $ 67 §$ 63 § 6.0
Interest expense ’ 15.3 15.3 15.4
Other operating expenses 55.2 51.8 49.9
Segment loss $(63.8) $(60.8) $(59.%)

2001 Compared to 2000
Segment loss increased $3.0 million, or 4.9%, to $63.8 million
in 2001, primarily as a result of increased corporate overhead
costs, including technology costs and certain corporate ovet-
head expenses previously allocated to other operating seg-
ments, partially offset by state tax credits recognized by the
holding company.

Interest expense for both periods relates principally to the
interest paid on the Senior Debentures of the Company.

2000 Compared to 1999
Segment loss increased $1.5 million, or 2.5%, to $60.8 million
in 2000, primarily as a result of higher other operating expenses.

Discontinued Operations

During the second quarter of 1999, the Company approved a
plan to exit its group life and health insurance business, con-
sisting of its EBS business, its AGU business and its reinsurance
pool business. The EBS business provided managed care prod-
ucts and offered group life, medical, dental, and disability insur-
ance to the middle market. In March 2000, the Company trans-
ferred its EBS business to Great-West Life and Annuity
Insurance Company of Denver. The sales transaction effectively
transferred the business upon renewal subjecting the Company
to losses on its existing book during the runoff period. AGU
operated as a Managing Group Underwriting unit offering
members of affinity groups medical, life and disability insur-
ance. The reinsurance pool business consisted primarily of
assumed medical stop loss business, the medical and disability
portions of workers’ compensation risks, small group managed
care pools, long-term disability and long-term care pools, stu-
dent accident and special risk business. Prior to 1999, these
businesses comprised substantially all of the former Corporate
Risk Management Services segment. The operating results of
the discontinued segment have been reported in the
Consolidated Statements of Income as discontinued operations
in accordance with APB Opinion No. 30 with a June 30, 1999

measurement date,

The following table summarizes the loss from operations
and disposal for the discontinued group life and health insur-
ance business for the year ended December 31, 1999. There
were no additional losses recognized in 2001 or 2000 related to
the Company’s discontinued group life and health insurance
business.

For the Year Ended December 31 1999
(In millions)
Loss from operations of discontinued

group life and health business, net of taxes $(18.8)
Loss from disposal of discontinued group

life and health business, net of taxes (30.5)
Net loss from discontinued segment $(49.3)

The $18.8 million loss from operations for the year ended
December 31, 1999 primarily resulted from additional reserves
provided for accident claims related to prior years.

As required by APB Opinion No. 30, the loss from dispos-
al of the discontinued segment includes estimated proceeds
from the aforementioned sale of the Company’s EBS business, as
well as an estimate of future losses expected from the runoff of
the discontinued operations after the June 30, 1999 measure-
ment date. Accordingly, the Company recognized a loss from
disposal of its group life and health insurance business, net of
taxes, of $30.5 million, which was comprised of che following
(in millions):

Proceeds from sale $25.3

Losses expected from runoff:
EBS (15.7)
Reinsurance pools (40.6)
AGU (15.9)
Federal income tax benefit 16.4
$(30.5)

The provision for anticipated future losses on the runoft of dis-
continued operations was established based on estimates of cash
flows from the assets supporting the discontinued products off-
set by estimates of cash flows expected to meet the obligations
of outstanding contracts and estimates of cash flows expected to
meet operational funding requirements. These estimates are
continually reviewed and adjusted as necessary. To the extent
that actual fucure losses differ from these estimates, the
Company’s reported results from the disposal of the discontin-
ued segment would be affected. The Company believes the pro-
vision established appropriately reflects expected future results.
However, due to the inherent volatility in this segment, and to
its history of increased losses, there can be no assurance that cur-
rent reserves are adequate and furure losses will not arise.
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fnvestment Portfolic

The Company held general account investment assets diversi-
fied across several asset classes, as follows:

December 31 2001 2000
{In millions)
% of Total %% of Total
Carrying Carrying Carrying Carrying
Value Value Vialue Value
Fixed maturities @ $ 9,401.7 88.1% $8,118.0 83.9%
Equity securities 62.1 0.6 85.5 0.9
Mortgages 321.6 3.0 617.6 6.4
Policy loans 379.6 3.5 381.3 3.9
Cash and cash
equivalents 350.2 3.3 281.1 2.9
Other long-term
investments 161.2 1.5 193.2 2.0
Total 810,676.4 100.0% $9,676.7 100.0%

(1) The Company carries the fixed maturities and equity securities in its investment portfolio at
market value.

Total investment assets increased $1.0 billion, or 10.3%, to
$10.7 billion during 2001. This increase consisted primarily of
additional fixed macurities of $1.3 billion partially offset by a
decrease of $296.0 million in mortgages. The increase in fixed
maturities is primarily due to the investment of funds received
from net GIC deposits in the Allmerica Asset Management seg-
ment, as well as an increase in general account deposits, includ-
ing those relating to the aforementioned promotional annuity
program, in the Allmerica Financial Services segment. These
increases were partially offset by sales of mortgage loans during
the year. The proceeds from these sales were reinvested in fixed
maturities.

The Company’s fixed maturity portfolio is comprised of
primarily investment grade corporate securities, tax-exempt
issues of state and local governments, U.S. government and
agency securities and other issues. Based on ratings by the
National Association of Insurance Commissioners, investment
grade securities comprised 90.7% and 88.1% of the Company’s
total fixed maturity portfolio at December 31, 2001 and 2000,
respectively. The average yield on fixed maturities was 7.3%
and 7.4% for December 31, 2001 and 2000, respectively.
Although management expects that new funds will be invested
primarily in investment grade fixed maturities, the Company
may invest a portion of new funds in below investment grade
fixed maturities or equity interests. Due to the current interest
rate environment, management expects its investment yield to
be negatively affected by lower prevailing fixed maturity invest-
ment rates in 2002.
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Principally as a result of the Company’s exposure to below
investment grade securities, the Company recognized $179.0
million and $66.1 million of realized losses on other-than-
temporary impairments of fixed maturities for the years ended
December 31, 2001 and 2000, respectively. The losses reflect
the continued deterioration of the high-yield market. The
recognition of these losses followed the review of recent defaults
on interest payments, financial information from issuers, esti-
mated future cash flows and other trends in the high-yield mar-
ket. In addition, the Company had fixed maturity securities
with a carrying value of $9.8 million and $7.5 million on non-
accrual status at December 31, 2001 and 2000, respectively. No
assurance can be given that the fixed maturity impairments
will, in-fact, be adequate to cover future losses or that substan-
tial additional impairments will not be required in the future.

The effect of holding securities for which income is not
accrued, compared with amounts that would have been recog-
nized in accordance with the original terms of the investments,
was a reduction in net investment income of $11.3 million,
$3.6 million and $2.0 million for the years ended December 31,
2001, 2000 and 1999, respectively. This includes the impact of
securities held as of the aforementioned financial statement
dates, as well as securities sold during those periods.
Management expects that defaults in the fixed maturities port-
folio may continue to negatively impact investment income,

Derivative Instruments

[t >

The Company enters into interest rate swap contracts with
indices that correlate to balance sheet instruments to modify its
indicated net interest sensitivity to levels deemed to be appro-
priate. Specifically, for floating rate funding agreements that are
matched with fixed rate securities, the Company manages the
risk of cash flow variability by hedging with interest rate swap
contracts designed to pay fixed and receive floating interest.
With the adoption of Statement No. 133 on January 1, 2001,
the swap contracts were considered cash flow hedges of the
interest rate risk associated with the floating rate funding agree-
ments, including funding agreements with put features allow-
ing the policyholder to cancel the contract prior to maturity.
During the fourth quarter of 2001, the Company reviewed the
trend in put activity since inception of the funding agreement
business in order to determine the ongoing effectiveness of the
hedging relationship. Based upon the historical trend in put
activity, as well as management’s uncertainty about possible
future events, the Company has determined that it is probable
that some of the future variable cash flows of the puttable fund-
ing agreements will not occur, and therefore the hedges were
ineffective. The Company analyzed the future payments under



each ourtstanding funding agreement, and determined the
amount of payments that are probable of occurring versus those
that are probable of not occurring. The total accumulated mar-
ket value losses deferred in other comprehensive income related
to the payments that are probable of not occurring, which totals
$35.8 million, was reclassified to earnings during the fourth
quarter of 2001. This loss of $35.8 million includes $13.7 mil-
lion of losses related to funding agreements that have already
been put back to the Company, as well as $22.1 million of loss-
es related to funding agreements that have not been put, but
which management believes are probable of being put in the
future. If the funding agreements are not put back to the
Company but held to maturity, then the market value losses on
the associated swap contracts will reverse as gains recognized in
earnings over time. The total accumulated market value losses
related to the payments that are probable of occurring, which
totals $4.3 million, remains deferred in other comprehensive
income at December 31, 2001. These market value losses will
reverse as unrealized gains in other comprehensive income as the
funding agreement payments are made over time. The Company
no longer offers floating rate funding agreements that include a
put feature.

Market Risk and Risk Menagement Policies

Interest Rate Sensitivity

The operations of the Company are subject to risk resulting
from interest rate fluctuations to the extent that there is a dif-
ference between the amount of the Company’s interest-earning
assets and the amount of interest-bearing liabilities that are
paid, withdrawn, mature or re-price in specified periods. The
principal objective of the Company’s asset/liability management
activities is to provide maximum levels of net investment
income while maintaining acceptable levels of interest rate and
liquidity risk and facilitating the funding needs of the
Company. The Company has developed an asset/liability man-
agement approach tailored to specific insurance or investment
product objectives. The investment assets of the Company are
managed in over 20 portfolio segments consistent with specific
products or groups of products having similar liability charac-
teristics. As part of this approach, management develops invest-
ment guidelines for each portfolio consistent with the return
objectives, risk tolerance, liquidity, time horizon, tax and regu-
latory requirements of the related product or business segment.
Management has a general policy of diversifying investments
both within and across all portfolios. The Company monitors
the credit quality of its investments and its exposure to indi-
vidual markets, borrowers, industries, sectors, and in the case of
mortgages, property types and geographic locations. In addi-

tion, the Company carries long and short-term debt, as well as
mandatorily redeemable preferred securities of a subsidiary trust
holding solely junior subordinated debentures of the Company.

The Company uses derivative financial instruments, prima-
rily interest rate swaps, with indices that correlate to balance
sheet instruments to modify its indicated net interest sensitivi-
ty to levels deemed to be appropriate. Specifically, for floating
rate GIC liabilities that are matched with fixed rate securities,
the Company manages the interest rate risk by hedging with
interest rate swap contracts designed to pay fixed and receive
floating interest. Additionally, the Company uses exchange
traded financial futures contracts to hedge against interest rate
risk on anticipated GIC sales and other funding agreements, as
well as the reinvestment of fixed maturities.

The following tables for the years ended December 31,
2001 and 2000 provide information about the Company’s finan-
cial instruments used for purposes other than trading that are
sensitive to changes in interest rates. The tables present princi-
pal cash flows and related weighted-average interest rates by
expected maturities, unless otherwise noted below. Expected
maturities may differ from contractual maturities because bor-
rowers may have the right to call or prepay obligations with or
without call or prepayment penalties, or the Company may have
the right to put or sell the obligations back to the issuers.
Mortgage backed and asset backed securities are included in the
category representing their expected maturity. Available-for-
sale securities include both U.S. and foreign-denominated fixed
maturities, but exclude interest rate swap contracts and foreign
currency swap contracts, which are disclosed in separate tables.
Foreign-denominated fixed maturities are also shown separately
in the table of financial instruments subject to foreign currency
risk. Variable interest rate GIC liabilities are included in the
category representing their contractual maturity, regardless of

whether the liability includes a put feature. For liabilities that

have no contractual maturity, the tables present principal cash
flows and related weighted-average interest rates based on the
Company’s historical experience, management’s judgment, and
statistical analysis, as applicable, concerning their most likely
withdrawal behaviors. Additionally, the Company has assumed
its available-for-sale securities are similar enough to aggregate
those securities for presentation purposes. Specifically, variable
rate available-for-sale securities and mortgage loans comprise an
immaterial portion of the portfolio and do not have a significant
impact on weighted average interest rates. Therefore, the vari-
able rate investments are not presented separately; instead they
are included in the tables at their current interest rate.
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Fair

Value
For the Year Ended December 31, 2001 2002 2003 2004 2005 2006 Thereafter Total 12/31/01
(Dollars in millions)
Rate Sensitive Assets:
Available-for-sale securities $836.5 $636.7 $692.9 $1,424.1 $1,104.5 $4,657.5 $9,352.2  $9,466.2
Average interest rate 6.72%  6.30%  7.20% 7.36% 7.11% 6.80% 6.91%
Mortgage loans $ 334 $294 $705 $ 263 $ 306 $ 1356 § 3258 § 3351
Average interest rate 8.04% 6.34%  7.47% 7.34% 8.27% 7.78% 7.62%
Policy loans $ — $ — 8 — 8§ — $ — $ 3796 $ 3796 $ 3796
Average interest rate —_ — —_— — — 7.09% 7.09%
Company owned life insurance $ — $ — 8 — 8 — 8 — $ 673 $ 0673 % 0673
Average interest rate —_ — — — — 2.42% 2.42%
Rate Sensitive Liabilities:
Fixed interest rate GICs $ 305 $ 23 $§ — 8 — § 1055 8 — § 1383 § 2128
Average interest rate 7.53%  7.20% — — 6.87% — 7.02%
Variable interest rate GICs $483.6 $100.2 $223.1 $ 702 $ 853 § — $ 9624 $ 961.3
Average interest rate 2.31%  2.15%  2.50% 2.21% 2.36% — 2.33%
Supplemental contracts without
life contingencies $261 $132 § 80 8§ 54 $ 02 8 44 % 573 $ 573
Average interest rate 291%  2.99%  3.10% 3.30% 3.81% 3.78% 3.05%
Other individual contract deposit funds $ 132 $ 118 $ 104 $ 9.0 § 80 $ 867 $ 1392 $ 139.2
Average interest rate 435% 4.30% 4.26% 4.21% 4.17% 4.14% 4.25%
Other group contract deposit funds $ 336 $30.1 $21.8 $ 191 $ 151 $ 937 $ 2134 § 2124
Average interest rate 5.80% 6.00% 5.92% 5.91% 5.88% 5.98% 5.92%
Individual fixed annuity contracts $234.2 $186.5 $161.3 $ 1457 $ 1309 $ 827.5 $1,6862 $1,621.3
Average interest rate 4.00% 3.90% 3.75% 3.75% 3.75% 3.75% 3.84%
Trust instruments supported
by funding obligations $100.2 $1264 $ 493 $ 7164 § 2286 § 297.7 $1,518.6 $1,534.0
Average interest rate 2.22% 3.03% 2.57% 4.58% 3.50% 6.00% 4.35%
Long-term debt $8 — $ — $§ — $ — % — $ 1995 $ 1995 $§ 204.4
Average interest rate — — — — — 7.63% 7.63%
Mandatorily redeemable preferred
securities of a subsidiary trust holding
solely junior subordinated debentures
of the Company $ — $§ — 8 — 8 — 8 — § 3000 $ 3000 ¥ 2860
Average interest rate — — — — — 8.21% 8.21%
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Fair

Value
For the Year Ended December 31, 2000 2001 2002 2003 2004 2005 Thereafter Total 12/31/00
(Dollars in millions)
Rate Sensitive Assets:
Available-for-sale securities $510.6 $690.7 $666.1 § 644.7 $1,311.7 $4,2364  $8,060.2  $8,166.1
Average interest rate 7.53% 7.16%  7.14% 7.48% 7.73% 7.25% 7.35%
Mortgage loans $ 740 $ 474 $ 401 $ 759 $ 27.6 $ 3575 0§ 6225 ¢ 6404
Average interest rate 8.15% 8.50%  7.86% 7.70% 8.10% 7.73% 7.86%
Policy loans $) — & — & — 3 — % — § 3813 ¢ 3813 § 3813
Average interest rate — — — — — 6.97% 6.97%
Company owned life insurance $) — & — & — 3 —  § — $ 656 $ 656 ¢§ 656
Average interest race — — — — — 6.84% 6.84%
Rate Sensitive Liabilities:
Fixed interest rate GICs $ 298 $303 $ 21 §$ —  $ — $ 1052 §$ 1674 $ 1702
Average interest rate 7.05% 7.31%  7.20% — — 6.87% 6.98%
Variable interest rate GICs $194.6  $251.7 $301.7 $ 3683 § 3528 § —  $1469.1 $1,493.1
Average interest rate 6.85% 6.99% 6.79% 6.88% 6.85% —_ 6.87%
Supplemental contracts without
life contingencies $ 178 % 90 $ 55 § 37 § 02 §$ 45 $ 407 § 407
Average interest rate 4.04% 4.06%  4.09% 4.13% 4.21% 4.19% 4.08%
Other individual contract deposit funds $ 121 $109 § 98 % 88 § 7.8 $ 841 $ 1335 § 1334
Average interest rate 4.96% 4.94%  4.92% 4.90% 4.88% 4.87% 4.92%
Other group contract deposit funds $ 61.0 § 561 § 40.1 $ 248 $ 164 $ 1247 $ 323.1 $ 319.0
Average interest rate 5.15%  5.61%  5.72% 5.83% 5.71% 5.85% 5.65%
Individual fixed annuity contracts $ 675 $714 $ 739 $ 761 § 756 $ 6616 $1,026.1 $ 991.7
Average interest rate 483% 483% 4.81% 4.73% 450% 4.12% 4.67%
Trust instruments supported
by funding obligations $1465 $ — § 888 § — §$ 3523 § 339 $ 6215 $ 6205
Average interest rate 4.90% — 371% — 4.48% 5.82% 4.54%
Long-term debt $8 — ¢ — $ — $ — % — $ 1995 $ 1995 $ 1947
Average interest rate — — — — — 7.63% 7.63%
Mandatorily redeemable preferred
securities of a subsidiary trust holding
solely junior subordinated debentures
of the Company $ — $§ — & — — ¥ — $ 3000 § 3000 $ 2802
Average interest rate — — — —_ — 8.21% 8.21%
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The following tables for the years ended December 31, 2001
and 2000 provide information about the Company’s derivative
financial instruments used for purposes other than trading thac
are sensitive to changes in interest rates. The tables present
notional amounts and, as applicable, weighted-average interest

rates by contractual maturity date. Notional amounts are used
to calculate the contractual payments to be exchanged under the
contracts. Weighted-average variable rates are indicated by che
applicable floating rate index.

Fair
Value
For the Year Ended December 31, 2001 2002 2003 2004 2005 2006 Thereafter Total 12/31/01
(Dollars in millions)
Rate Sensitive Derivative
Financial Instruments:
Pay fixed/receive 3 month
LIBOR swaps $ 2335 § 50.0 8 162.3 § 2250 § — 3 — 8 670.8  $(30.4)
Average pay rate 6.93% 5.41% 5.66% 7.21% — — 6.60%
Average receive rate 3 Mo. LIBOR 3 Mo.LIBOR 3 Mo.LIBOR 3 Mo.LIBOR 3 Mo. LIBOR — 3 Mo.LIBOR
Pay fixed/receive 1 month v
LIBOR swaps $ — % — 3 — 8 50.0 § — 8 — % 50.0 $ (4.4)
Average pay rate — — — 7.37% — — 7.37%
Average receive rate —_ — — 1 Mo. LIBOR _ — 1 Mo. LIBOR
Pay fixed/receive Fed Funds
rate swaps $ —  § 500 $ 1100 $ 500 § — 8 — $ 2100 $(11.8
Average pay rate — 5.91% 5.57% 7.18% — — 6.03
Average receive rate — FEDFUNDS TFEDFUNDS FED FUNDS — —  FED FUNDS
Futures Contracts (long) $ 3.1 0§ — % —  § — 8 — 8 — 8 3.1 § 3.2
Number of Contracts
(S&P Index Futures) 2,750 —_ —_ — — - 2,750
Weighted average opening
price $ 1,1354 3 —  $ — — 8 — 8 — $ 1,1354
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Fair

Value
For the Year Ended December 31, 2000 2001 2002 2003 2004 2005 Thereafter Total 12/31/00
(Dollars in millions)
Rate Sensitive Derivative
Financial Instruments:
Pay fixed/receive 3 month
LIBOR swaps $ 43.1 § 2335 $ 191.0 $ 197.3  $ 2250 $ — $ 889.9 $Q12.7)
Average pay rate 5.63% 6.93% 5.85% 5.59% 7.21% — 6.41%
Average receive rate 3 Mo LIBOR 3 Mo. LIBOR 3 Mo.LIBOR 3 Mo.LIBOR 3 Mo. LIBOR — 3 Mo. LIBOR
Pay fixed/receive 1 month
LIBOR swaps 3 — 3 — 3 1500 § — ¢ 150.0 § —  $ 3000 $ (4.5)
Average pay rate — — 5.71% — 6.89% — 6.30%
Average receive rate — — 1Mo LIBOR — 1 Mo.LIBOR — 1 Mo. LIBOR
Pay fixed/receive Fed Funds
rate swaps $ — 3 —  § 500 $ 1100 $§ 500 § — % 2100 $ 2.9
Average pay rate — — 5.91% 5.57% 7.18% — 6.03%
Average receive rate — — FEDFUNDS FEDFUNDS  FED FUNDS - FED FUNDS
Futures Contraces (long) $ 83.7 ¢ — 3 — 3 — ¢ — ¢ —  $ 837 $ 850
Number of Contracts
(5 Year T Notes) 689,000 — — — — — 689,000
Weighted average opening
price $ 101988 ¢ — § — 8 — 3 — ¢ — $ 101.988

Foreign Currency Sensitivity

A portion of the Company’s investments consists of securities
denominated in foreign currencies. A portion of the Company’s
liabilicies consists of trust obligations backed by funding agree-
ments denominated in foreign currencies. The Company’s opet-
ating results are exposed to changes in exchange rates between
the U.S. dollar and the Swiss Franc, Japanese Yen, British
Pound and Euro. From time to time, the Company may also
have exposure to other foreign currencies. To mitigate the short-
term effect of changes in currency exchange rates, the Company
regularly hedges by entering into foreign exchange swap con-
tracts and compound foreign currency/interest rate swap con-
tracts to hedge its net foreign currency exposure. The following
tables for the years ended December 31, 2001 and 2000 provide
information about the Company’s derivative financial instru-
ments and other financial instruments, used for purposes other

than trading, by functional currency and presents fair value
information in U.S. dollar equivalents. The tables summarize
information on instruments that are sensitive to foreign curren-
cy exchange rates, including securities denominated in foreign
currencies, compound foreign currency/interest rate swap con-
tracts, and foreign currency forward exchange agreements. For
compound foreign currency/interest rate swap contracts and for-
eign currency denominated securities with contractual maturi-
ties, the tables present principal cash flows, related weighted-
average interest rates by contractual maturities, and applicable
current forward foreign currency exchange rates. For foreign
currency forward exchange agreements, the tables present the
notional amounts and weighted-average exchange rates by
expected (contractual) maturity dates. These notional amounts
are used to calculate the contractual payments to be exchanged
under the contracts.
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Fair

Value
For the Year Ended December 31, 2001 2002 2003 2004 2005 2006 Thereafter Total 12/31/01
(Curvencies in millions)
Fixed Interest Securities Denominated
in Foreign Currencies:
Fixed interest rate securities denominated
in British Pounds — — —_ — 9.5 — 95 § 184
Current forward foreign exchange rate — — — — 1.4546 — 1.4546
Currency Swap Agreements Related
to Fixed Interest Securities:
Pay British Pounds
Notional amount in foreign currency — — — — 9.5 — 95 §$ 1.0
Average contract rate — — — — 1.98 — 1.98
Current forward foreign exchange rate — — — — 1.4546 — 1.4546
Liabilities Denominated in Foreign Currencies:
Trust instruments supported by funding
obligations denominated in Euros — 50.0 — 262.3 — — 312.3  $286.3
Current forward foreign exchange rate —  0.8895 —_ 0.8895 — — 0.8895
Trust instruments supported by funding
obligations denominated in Japanese Yen —  5,000.0 — 56,000.0 30,000.0 1,500.0 92,500.0 $784.9
Current forward foreign exchange rate —  0.0076 — 0.0076 0.0076  0.0076 0.0076
Trust instruments supported by funding
obligations denominated in Swiss Francs — — 40.0 70.0 — — 1100 $ 67.1
Current forward foreign exchange rate —_ —  0.6023 0.6023 — — 0.6023
Trust instruments supported by funding
obligations denominated in British Pounds —_ 30.0 — — — 175.0 205.0 $307.0
Current forward foreign exchange rate — 14546 — — —  1.4546 1.4546
Currency Swap Agreements Related
to Trust Obligations:
Pay Euros
Notional amount in foreign currency — 50.0 — 262.3 — — 3123 $(26.1)
Average contract rate — 0.879 — 0.951 — — 0.940
Current forward foreign exchange rate —  0.8895 — 0.8895 — — 0.8895
Pay Japanese Yen
Notional amount in foreign currency —  5,000.0 — 56,000.0 30,000.0 1,500.0 92,500.0 § (21.9)
Average contract rate — 0.009 — 0.009 0.008 0.010 0.009
Current forward foreign exchange rate — 0.0076 — 0.0076 0.0076  0.0076 0.0076
Pay Swiss Francs
Notional amount in foreign currency — — 40.0 70.0 — — 110.0 $ @.D
Average contract rate — — 0.591 0.596 —_ — 0.594
Current forward foreign exchange rate — — 0.6023 0.6023 — — 0.6023
Pay British Pounds
Notional amount in foreign currency — 30.0 _ —_— —_ 175.0 205.0 $(10.8)
Average contract rate — 1.500 — — — 1.442 1.450
Current forward foreign exchange rate — 1.4546 — — —  1.4546 1.4546
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Fair

Value
For the Year Ended December 31, 2000 2001 2002 2003 2004 2005 Thereafter Total 12/31/00
(Currencies in millions)
Fixed Interest Securities Denominated
in Foreign Currencies:
Fixed interest rate securities denominated
in British Pounds —_ — — — — 9.5 95 $ 189
Current forward foreign exchange rate — — — —_ —  1.4930 1.4930
Currency Swap Agreements Related to
Fixed Interest Securities:
Pay British Pounds
Notional amount in foreign currency — — — — — 9.5 95 ¢ (1.3
Average contract rate —_ — — — — 1.980 1.980
Current forward foreign exchange rate — — — — —  1.4930 1.4930
Liabilities Denominated in Foreign Currencies:
Trust instruments supported by funding
obligations denominated in Euros 150.0 — — — 262.3 — 4123  $401.2
Cutrent forward foreign exchange rate 0.9427 — — — 0.9427 — 0.9427
Trust instruments supported by funding
obligations denominated in Japanese Yen — —  5,000.0 — 6,000.0 1,500.0 12,5000 $109.7
Current forward foreign exchange rate — —  0.0087 — 0.0087  0.0087 0.0087
Trust instruments supported by funding
obligations denominated in Swiss Francs — — — — 70.0 — 70.0  § 44.1
Current forward foreign exchange rate — — — — 0.6207 — 0.6207
Trust inscruments supported by funding
obligations denominated in British Pounds — — 30.0 — — — 30.0 $ 449
Current forward foreign exchange rate — — 1.4930 — — —_ 1.4930
Currency Swap Agreements Related to Trust Obligations:
Pay Euros
Notional amount in foreign currency 150.0 — — — 262.3 — 4123 $ (23.1)
Average contract rate 0.960 —_— — — 0.951 — 0.954
Current forward foreign exchange rate 0.9427 — — — 0.9427 — 0.9427
Pay Japanese Yen
Notional amount in foreign currency — — 5,000.0 — 6,000.0 1,500.0 12,500.0 $ (0.9
Average contract rate — — 0.009 — 0.009 0.010 0.009
Current forward foreign exchange rate — — 0.0087 — 0.0087 0.0087 0.0087
Pay Swiss Francs
Notional amount in foreign currency — - — — 70.0 — 700 8 03
Average contract rate — — — — 0.596 — 0.596
Current forward foreign exchange rate — — — — 0.6207 — 0.6207
Pay British Pounds
Notional amount in foreign currency — — 30.0 — — — 300 $ (1.5
Average contract rate — — 1.500 — — — 1.500
Current forward foreign exchange rate — — 1.4930 — — — 1.4930
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income Taxes

AFC and its domestic subsidiaries (including certain non-insut-
ance operations) file a consolidated United States federal income
tax return. Entities included within the consolidated group are
segregated into either a life insurance or a non-life insurance
company subgroup. The consolidation of these subgroups is
subject to certain statutory restrictions on the percentage of eli-
gible non-life tax losses that can be applied to offset life compa-
ny taxable income.

The provision for federal income taxes before minority
interest, discontinued operations and the effect of a change in
accounting principle was a $75.5 million benefit during 2001.
This benefit resulted in a consolidated effective federal tax rate
of 127.1% of pre-tax losses from continuing operations. During
2000, the provision for federal income taxes before minority
interest and discontinued operations was a $2.7 million expense
and resulted in a consolidated effective federal tax rate of 1.3%.
The change in the rate is primarily due to lower underwriting
income in 2001 resulting in an increase in the proportion of tax-
exempt investment income, the dividends received deduction
assaciated with the Company’s variable products and low
income housing credits to pre-tax income.

The provision for federal income taxes before minority
interest and discontinued operations was $2.7 million during
2000 compared to $106.9 million during 1999. These provi-
sions resulted in consolidated effective federal tax rates of 1.3%
and 22.8%, respectively. The decrease in the rate primarily
reflects the recognition, in the fourth quarter of 2000, of a
$20.2 million tax benefit from a change in the estimate of the
ultimate realizability of the dividends received deduction asso-
ciated with the Company’s variable products. This amount
includes $13.3 million related to deductions taken in prior
years. In addition, the rate decreased due to realized investment
losses in 2000, as compared to realized investment gains during
1999, resulting in an increase in the proportion of tax-exempt
investment income to pre-tax income.

Critical Accounting Policies

The discussion and analysis of the Company’s financial condi-
tion and results of operations are based upon the consolidated
financial statemencts. These statements have been prepared in
accordance with generally accepted accounting principles which
require management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclo-
sure of contingent assets and liabilities at cthe date of the finan-
cial statements and the reported amount of revenues and
expenses during the reporting period. Actual results could dif-
fer from those estimates. The following critical accounting poli-
cies, among others, are those which management believes affect
the more significant judgments and estimates used in the prepa-
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ration of the Company’s financial statements. Additional infor-
mation about the Company’s significant accounting policies
may be found in Note 1, “Summary of Significant Accounting
Policies” to the consolidated financial statements.

Property & Casuatlly [nsurance Loss Reserves

The amount of loss and loss adjustment expense reserves (the
“loss reserves”) is determined based on an estimation process
that is very complex and uses information obtained from both
company specific and industry data, as well as general econom-
ic information. The estimation process is highly judgmental,
and requires the Company to continuously monitor and evalu-
ate the life cycle of claims on type-of-business and nature-of-
claim bases. Using data obtained from this monitoring and
assumptions about emerging trends, the Company develops
information about the size of ultimate claims based on its his-
torical experience and other available market information. The
most significant assumptions, which vary by line of business,
used in the estimation process include determining the trend in
loss costs, the expected consistency in the frequency and severi-
ty of claims incurred but not yet reported to prior year claims,
changes in the timing of the reporting of losses from the loss
date to the notification date, and expected costs to settle unpaid
claims. Because the amount of the loss reserves is sensitive to the
Company’s assumptions, the Company does not cc;mpletely rely
on only one estimate to determine its loss reserves. Rather, the
Company develops several estimates using generally recognized
actuarial projection methodologies that result in a range of rea-
sonably possible loss reserve outcomes; the Company’s best esti-
mate is within that range. When trends emerge that the
Company believes affect the future settlement of claims, the
Company would react accordingly by adjusting its reserves.
Reserve adjustments are reflected in the Consolidated
Statements of Income as adjustments to losses and loss adjust-
ment expenses. Often, these adjustments are recognized in
periods subsequent to the period in which the underlying loss
event occurred. These types of subsequent adjustments are dis-
closed and discussed separately as “prior year reserve develop-
ment”. Such development can be either favorable or unfavorable
to the financial results of the Company.

Property & Casually Reinsurance Recoverables

The Company shares a significant amount of insurance risk of
the primary underlying contracts with various insurance entities
through the use of reinsurance contracts. As a result, when the
Company experiences loss events that are subject to the reinsur-
ance contract, reinsurance recoverables are recorded. The amount
of the reinsurance recoverable can vary based on the size of the
individual loss or the aggregate amount of all losses in a partic-
ular line, book of business or an aggregate amount associated
with a particular accident year. The valuation of losses recover-




able depends on whether the underlying loss is a reported loss,
or an incurred but not reported loss. For reported losses, the
Company values reinsurance recoverable at the time the under-
lying loss is recognized, in accordance with contract terms. For
incurred but not reported losses, the Company estimates the
amount of reinsurance recoverable based on the terms of the
reinsurance contracts and historical reinsurance recovery infor-
mation and applies that information to the gross loss reserve
estimates. The most significant assumption the Company uses
is the average size of the individual losses for those claims that
have occurred but have not yet been recorded by the Company.
The reinsurance recoverable is based on reasonable estimares and
is disclosed separately on the financial stacemeats. However, the
ultimate amount of the reinsurance recoverable is not known
until all losses are settled.

Variable Products’ Deferred Policy Acquisition Costs

Deferred policy acquisition costs consist of commissions, under-
writing costs and other costs, which vary with, and are primari-
ly related to, the production of insurance deposits. Acquisition
costs related to the Company’s variable products (variable uni-
versal life and variable annuities) are recorded on the balance
sheet and amortized through the income statement in propor-
tion to total estimated gross profits over the expected life of the
contracts. The Company’s estimated gross profits are based on
assumptions including mortality, persistency, asset growth rates
and expenses associated with policy maintenance. The principal
source of earnings for these policies are from asset based fees,
which can vary in relation to changes in the equity markets.

At each balance sheet date, the Company evaluates the his-
torical and expected future gross profits. Any adjustment in
estimated profit requites that the amortization rate be revised
rerroactively to the date of policy/annuity issuance. The cumu-
lative difference related to prior periods is recognized as a com-
ponenc of the current periods’ amortization, along with amorti-
zation associated with the actual gross profits of the period.
Lower actual gross profits would typically result in less amorti-
zation expense. The converse would alsc be true. However, if
lower gross profits were to continue into the future, a partial
write-off of the existing DAC asset may occur.

The Company periodically reviews the DAC asset to deter-
mine if it is recoverable from furure income. If DAC is deter-
mined to be unrecoverable, such costs are expensed at the time
of determination. The amount of DAC considered realizable
would be reduced in the near term if the estimate of ultimate or

future gross profits is reduced. The amount of DAC amortiza-
tion would be revised if any of the estimates discussed above are
revised.

Other-Than-Tempeorary Impairments

The Company employs a systematic methodology to evaluate
declines in market values below cost or amortized cost for its
investments. This methodology ensures that available evidence
concerning the declines is evaluated in a disciplined manner. In
determining whether a decline in market value below amortized
cost is other-than-temporary, the Company evaluates the length
of time and the extent to which the market value has been less
than amortized cost; the financial condition and near-term
prospects of the issuer; the issuer’s financial performance,
including earnings trends, dividend payments, and asset quali-
ty; any specific events which may influence the operations of the
issuer; general market conditions; and, the financial condition
and prospects of the issuer’s market and industry. The Company
applies judgment in assessing whether the aforemencioned fac-
tors have caused an investment to decline in value to be othet-
than-temporary. When an other-than-temporary decline in
value is deemed to have occurred, the Company reduces the cost
basis of the investment to the new estimated realizable value.
This reduction is permanent and is recognized as a realized
investment loss.

Liquidity and Capital Resources

Liquidity describes the ability of a company to generate suffi-
cient cash flows to meet the cash requirements of business oper-
ations. As a holding company, AFC’s primary source of cash is
dividends from its insurance subsidiaries. However, dividend
payments to AFC by its insurance subsidiaries are subject to
limitations imposed by state regulators, such as the requirement
that cash dividends be paid out of unreserved and unrestricted
earned surplus and restrictions on the payment of “extraordi-
nary” dividends, as defined. During 2001, AFC received $100.0
million of dividends from its property and casualty businesses.
These funds were used for interest payments of $39.9 million
related to the Capital Securities and Senior Debentures, a $30.0
million capital contribution to FAFLIC and to AFLIAC and for
dividends to shareholders of $13.3 million. Additional divi-
dends from the Company’s property and casualty insurance sub-
sidiaries prior to April 2002 would be considered “extraordi-
nary” and would require priot approval from the respective state
regulators. The Company does not expect dividend payments
from its life insurance subsidiaries in 2002. Additionally, under
an agreement with the Commonwealth of Massachusetts
Insurance Commissioner associated with the transfer of
FAFLIC’s ownership of the Company’s property and casualty
insurance subsidiaries, as well as several non-insurance sub-
sidiaries, to AFC, the Company agreed to maintain FAFLIC’s
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statutory surplus at specified levels through 2005. Future capi-
tal contributions to FAFLIC may be required. During 2000,
AFC received $108.0 million of dividends from its property and
casualty businesses. These funds were principally used to repur-
chase $104.1 million of ARC capital stock.

Sources of cash for the Company’s insurance subsidiaries are
from premiums and fees collected, investment income and
maturing investments. Primary cash outflows are paid benefits,
claims, losses and loss adjustment expenses, policy acquisition
expenses, other underwriting expenses and investment purchas-
es. Cash outflows related to benefits, claims, losses and loss
adjustment expenses can be variable because of uncerrainties
surrounding settlement dates for liabilities for unpaid losses and
because of the potential for large losses either individually or in
the aggregate. The Company periodically adjusts its investment
policy to respond to changes in short-term and long-term cash
requirements.

Net cash provided by operating activities was $597.6 mil-
lion, $169.5 million and $23.0 million in 2001, 2000 and
1999, respectively. The increase in 2001 is primarily the result
of higher general account deposits, including funds received
from the aforementioned promotional annuity program with
enhanced crediting rates of 7%, and to an increase in premiums
received from the property and casualty business. These increas-
es in cash were partially offset by increased loss and LAE pay-
ments in the property and casualty business. The increase in
2000 resulted primarily from approximately $86.6 million of
decreased federal income tax payments, an increase in premium
collections in the Risk Management segment and to the timing
of settlements with reinsurance companies.

Net cash used in investing activities was $979.8 million
and $895.7 million in 2001 and 2000, respectively, while net
cash provided by investing activities was $787.1 million in
1999. The $84.1 million increase in cash used in 2001 is pri-
marily the result of higher net purchases of fixed macurities,
partially offset by cash provided by sales of mortgage loans, and
year over year declines in purchases of mortgages and company
owned life insurance. Net purchases of fixed maturities
increased principally due to additional deposits into the gener-
al account, including those related to the aforementioned pro-
motional annuity program. The $1.7 billion increase in cash
used from 1999 to 2000 resulted primarily from a $1.3 billion
year over year increase in purchases of fixed maturities due to
the net increase in funding agreement deposits. In addition, the
absence in 2000 of $310.0 million of equity securities sales that
occurred in January 1999 contributed to the decline in cash
from investing activities.
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Net cash provided by financing activities was $451.3 mil-
lion and $542.5 million in 2001 and 2000, respectively, as com-
pared to cash used in financing activities of $905.0 million in
1999. The decrease in cash provided in 2001 compared to 2000
is primarily due to lower net funding agreement deposits,
including trust instruments supported by funding obligations,
in the current year, partially offset by the absence of common
stock repurchases in 2001. The increase in cash in 2000 resulted
primarily from an increase in net funding agreement deposits,
including trust instruments supported by funding obligations,
of $1.1 billion, the absence of 2 $180.0 million repayment of
short-term debt which occurred during the first quarter of
1999, and a $146.1 million year over year reduction in cash
used for the Company’s common stock repurchase program.

In the opinion of management, AFC has sufficient funds at
the holding company or available through dividends from its
insurance subsidiaries, or through available credit facilities to
meet its obligations to pay interest on the Senior Debentures,
Capital Securities and dividends, when and if declared by the
Board of Directors, on the common stock. In November 2001,
the Company paid an annual dividend of $0.25 per share.

Based on current trends, the Company expects to continue
to generate sufficient positive operating cash to meet all short-
term and long-term cash requirements. The Company main-
tains a high degree of liquidity within the investment portfolio
in fixed maturity investments, common stock and short-term
investments. AFC has $215.0 million available under a com-
mitted syndicated credit agreement, which expires on May 24,
2002. Borrowings under this agreement are unsecured and incur
interest at a rate per annum equal to, at the Company’s option,
a designated base rate or the eurodollar rate plus applicable mar-
gin. At December 31, 2001, no amounts were outstanding
under this agreement. The Company had $83.3 million of com-
mercial paper borrowings outstanding at December 31, 2001.
These borrowings are used in connection with the Company’s
premium financing business, which is included in the Risk
Management segment. In 2002, the Company intends to fund
this business through sales of receivables of this business.
Rating agency downgrades from current levels may adversely
affect the Company’s cost and availability of any additional debe
financing.




The Company’s financing obligations generally include
debt, minority interest on and repayment of the Company’s
Capital Securities, operating lease payments, debt instruments
supported by funding obligations and funding agreements. The
following table represents the Company’s annual payments
related to the principal payments of these financing obligations
as of December 31, 2001 and operating lease payments reflect
expected cash payments based upon lease terms:

(In millions)

Maturity in

Mazwrery less Masursty Maturity excess of
than 1 year  1-3 years  4-5 years 5 years Total

Long-term debt® ¢ — $§ — § — $§ 2000 $ 200.0
Capital Securities @ — -— — 300.0 300.0
Trust instruments

supported by

funding

obligations @ 100.2 175.7 945.0 297.7 1,518.6
Funding

agreements 5141 3256 2610 — 11,1007
Operating lease

commitments 26.1 336 10.1 — 69.8

(1) Long-term debt relates ro the Company's senior debentures due in 2025, which pay annnal interest
at a rate of 7 5/8%.

(2) Capital Securities of the Company, due in 2027, pay cumulative dividends at an annual vate
of 8.207%.

(3) Trust instraments supported by funding obligarions payments are reflected in the rategory
representing their contractual maturity.

(4) Funding agreements are reflected in the category representing their contractual maturity, vegardiess
of whether the liability includes a put feature.

Contingencies

The Company’s insurance subsidiaries are routinely engaged in
various legal proceedings arising in the normal course of busi-
ness, including claims for extracontractual or punitive damages.
Additional information on other litigation and claims may be
found in Note 20, “Contingencies — Litigation,” to the consoli-
dated financial statements. In the opinion of management, none
of such contingencies are expected to have a material effect on
the Company’s consolidated financial position, although it is
possible that the results of operations in a particular quarter or
annual period could be materially affected by an unfavorable
outcome.

Recent Developments

The Company recognized net expenses from its employee pen-
sion plans of $0.3 million and $0.9 million, in 2001 and 1999,
respectively. In 2000, the Company recognized a net benefit of
$12.5 million related to these plans. The expense or benefit

related to the pension plans results from several factors, includ-
ing changes in the market value of plan assets, interest rates and
employee compensation levels. The net expense in 2001 and
1999 primarily reflects decreased market values of plan assets as
compared to 2000, while the net benefit in 2000 primarily
reflects increases in the market value of plan assets. In 2002,
management expects an increase of approximately $20 million
in employee pension plan costs due to declines in the market
value of plan assets and interest rates in 2001.

In 2001, Standard and Poor’s re-affirmed its “AA-" (Very
Strong) claims paying ability racings for both the life and the
property and casualty insurance companies, A.M. Best re-
affirmed the “A” (Excellent) financial strength ratings assigned
to the life insurance and property and casualty insurance com-
panies, and Fitch rating service, formerly Duff & Phelps, re-
affirmed che “AA” (Very High) claims paying ability ratings of
the life insurance companies. During March 2002, Moody’s
Investors Service also re-affirmed the life and property and casu-
alty insurance companies’ financial strength ratings of “Al”
(Good), with a negartive outlook for the insurance companies.
Rating downgrades from current levels may adversely affecc the
Company’s product sales, the persistency of investment contracts
or funding agreements sold through the Company’s Allmerica
Asser Management segment and results of operations. In addi-
tion, certain rating downgrades from current levels could
precipitate the payment of funds held by the Company related to
its aggregate excess of loss reinsurance treaty.

Additionally, during 2001, A.M. Best re-affirmed the “a-”
senior debt rating and the “bbb+" Capital Securities rating and
Fitch re-affirmed its “A+” senior debt rating assigned to the
Company. Also, in 2001, Standard and Poor’s re-affirmed the
Company’s debt ratings, except for a downgrade of the
Company’s short-term debt rating from “Al” (Strong) to “A2”
(Satisfactory). In addition, in March 2002, Moody’s revised
downward its senior debt rating from “A2” (Good) to “A3”
(Good), the Company's capital securities rating from “A3”
(Good) to “Baal” (Adequate), and the short-term debt rating
assigned to the Company from “P-1” (Superior) to “P-2”
(Strong). Rating downgrades from current levels may adversely
affect the cost and availability of any additional debt financing.

Forward-Looking Statements

The Company wishes to caution readers that the following
important factors, among others, in some cases have affected and
in the future could affect, the Company’s actual results and
could cause the Company’s actual results for 2002 and beyond
to differ materially from those expressed in any forward-looking
statements made by, or on behalf of, the Company. When used
in the MD&A discussion, the words “believes”, “anticipated”,
“expects” and similar expressions are intended to identify for-
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ward looking statements. See “Important Factors Regarding
Forward-Looking Statements” filed as Exhibit 99-2 to the
Company’s Annual Report on Form 10-K for the period ended
December 31, 2001.

Factors that may cause actual results to differ materially
from those contemplated or projected, forecast, estimated or
budgeted in such forward looking statements include among
others, the following possibilities: (i) adverse catastrophe expe-
rience and severe weather; (ii) adverse loss development for
events the Company has insured in either the currenc or in prior
years or adverse trends in mortality and morbidity; (iii) height-
ened competition, including the intensification of price compe-
tition, the entry of new competitors, and the introduction of
new products by new and existing competitors, or as the result
of consolidation within the financial services industry and the
entry of additional financial institutions into the insurance
industry; (iv) adverse state and federal legislation or regulation,
including decreases in rates, limitations on premium levels,
increases in minimum capital and reserve requirements, benefit
mandates, limitations on the ability to manage care and uriliza-
tion, requirements to write certain classes of business and recent
and future changes affecting the tax treatrment of insurance and
annuity products, as well as continued compliance with state
and federal regulations; (v) changes in interest rates causing a
reduction of investment income or in the market value of inter-
est rate sensitive investments; (vi) failure to obtain new cus-
tomers, retain existing customers or reductions in policies in
force by existing customers; (vii) difficulties in recruiting new
or retaining existing career agents, wholesalers, broker-dealers
and partnership relations to support the sale of variable prod-
ucts; (viii) higher service, administrative, or general expense due
to the need for additional advertising, marketing, administra-

tive or management information systems expendicures; (ix) loss
or retirement of key executives; (x) increases in costs, particulary
those occurring after the time our products are priced and
including construction, automobile, and medical and rehabili-
tation costs; (xi) changes in the Company’s liquidity due to
changes in asset and liability matching; (xii) restrictions on
insurance underwriting; (xiii) adverse changes in the ratings
obtained from independent rating agencies, such as Fitch,
Moody's, Standard and Poor’s and A.M. Best; (xiv) lower appre-
ciation on or decline in value of the Company’s managed invest-
ments or the investment markets in general, resulting in
reduced variable product sales, assets and related variable prod-
uct, management and brokerage fees, lapses and increased sur-
renders, as well as increased cost of guaranteed minimum death
benefits/decreased account balances supporting our guaranteed
benefits products; (xv) possible claims relating to sales practices
for insurance products; (xvi) failure of a reinsurer of the
Company’s policies to pay its liabilities under reinsurance con-
tracts or adverse effects on the cost and availability of reinsur-
ance resulting from the September 11 terrorist attack; (xvii) ear-
lier than expected withdrawals from the Company’s general
account annuities, GICs (including funding agreements), and
other insurance products; (xviii) changes in the mix of assets
comprising the Company’s investment portfolio and the fluctu-
ation of the market value of such assets; (xix) losses resulting
from the Company’s participation in certain reinsurance pools;
(xx) losses due to foreign currency fluccuations; (xxi) defaules in
debt securities held by the Company, and (xxii) higher employ-
ee benefit costs due to changes in market values of plan assets,
interest rates and employee compensation levels.




Report of Independent Accountants

PRICEAATERHOUSE(COPERS @

To the Board of Directors and Shareholders of
Allmerica Financial Corporation:

In our opinion, the accompanying consolidated balance sheets
and the related consolidated statements of income, comprehen-
sive income, shareholders’ equity, and cash flows present fairly,
in all material respects, the financial position of Allmerica
Financial Corporation and its subsidiaries at December 31,
2001 and 2000, and the results of their operations and their
cash flows for each of the three years in the period ended
December 31, 2001, in conformity with accounting principles
generally accepted in the United States of America. These finan-
cial statements are the responsibility of the Company’s manage-
ment; our responsibility is to express an opinion on these finan-
cial statements based on our audits. We conducted our audits of
these statements in accordance with auditing standards general-
ly accepted in the United States of America, which require that
we plan and perform the audit to obtain reasonable assurance

about whether the financial statements are free of material mis-
statement. An audit includes examining, on a test basis, evi-
dence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and signif-
icant estimates made by management, and evaluating the over-
all financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

As discussed in Note 1 to the consolidated financial state-
ments, the Company changed its method of accounting for
derivative instruments in 2001.

gicemﬁ‘doare(’oqom 72

Boston, Massachusetts
February 15, 2002
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Management’s Report on Responsibility for Financial Reporting

The management of Allmerica Financial Corporation has the
responsibility for preparing the accompanying consolidated
financial statements and for their integrity and objectivity. The
statements were prepared in conformity with generally accept-
ed accounting principles and include amounts based on man-
agement’s informed estimates and judgments. We believe that
these statements present fairly the Company’s financial position
and results of operations and that the other information con-
tained in the annual report is accurate and consistent with the
financial statements.

Allmerica Financial Corporation’s Board of Directors annu-
ally appoints independent accountants to perform an audit of its
consolidated financial statements. The financial statements have
been audited by PricewaterhouseCoopers LLP, independent
accountants, in accordance with generally accepted auditing
standards. Their audit included consideration of the Company’s
system of internal control in order to determine the audit pro-
cedures required to express their opinion on the consolidated
financial statements.

Management of Allmerica Financial Corporation has estab-
lished and mainrains a system of internal control that provides
reasonable assurance that assets are safeguarded and that trans-
actions are properly authorized and recorded. The system of
internal control provides for appropriate division of responsibil-
ity and is documented by written policies and procedures that
are communicated to employees with significant roles in the
financial reporting process and updated as necessary.
Management continually monitors the system of internal con-
trol for compliance. Allmerica Financial Corporation and its
subsidiaries maintain a strong internal audit program that inde-
pendently assesses the effectiveness of the internal controls and
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recommends possible improvements thereto. Management rec-
ognizes the inherent limitations in all internal control systems
and believes that our system of internal control provides an
appropriate balance between the costs and benefits desired.
Management believes that the Company’s system of internal
control provides reasonable assurance that errors or irregularities
that would be material to the financial statements are prevent-
ed ot detected in the normal course of business.

The Audit Committee of the Board of Directors, composed
solely of outside directors, oversees management’s discharge of
its financial reporting responsibilities. The committee meets
periodically with management, our internal auditors and our
independent accountants, PricewaterhouseCoopers LLP. Both
our internal auditors and PricewaterhouseCoopers LLP have
direct access to the Audit Commitcee.

Management recognizes its responsibility for fostering a
strong ethical climate. This responsibility is reflected in the
Company’s policies which address, among other things, poten-
tial conflicts of interest; compliance with all domestic and for-
eign laws including those relating to financial disclosure and
the confidentiality of proprietary information. Allmerica
Financial Corporation maintains a systematic program to assess
compliance with these policies.

Yol g

Edward J. Parry, III

Vice President,

Chief Financial Officer and
Principal Accounting Officer

John E. O’Brien
President and Chief
Executive Officer




Consolidated Statements of Income

For the Years Ended December 31 2001 2000 1999
(In millions, except per share dara)
Revenues
Premiums $2,254.7 $2,118.8 $2,002.6
Universal life and investment product policy fees 391.6 421.1 359.3
Net investment income 655.2 645.5 669.5
Net realized investment (losses) gains (123.9) (140.7) 90.4
Other income 134.2 138.0 116.9
Total revenues 3,311.8 3,182.7 3,238.7
Benefits, Losses and Expenses
Policy benefits, claims, losses and loss adjustment expenses 2,167.2 1,981.8 1,861.6
Policy acquisition expenses 479.2 456.6 432.4
Loss from selected property and casualty exited agencies,
policies, groups, and programs 68.3 — —
Losses on derivative instruments 35.2 — —
Voluntary pool environmental losses 33.0 —_— —
Restructuring costs 2.7 20.7 (1.9)
Other operating expenses 585.6 505.0 478.6
Total benefits, losses and expenses 3,371.2 2,964.1 2,770.7
(Loss) income from continuing operations before federal income taxes (59.4) 218.6 468.0
Federal income tax (benefit) expense:
Current 12.4) 1.2 88.1
Deferred (63.1) 1.5 18.8
Total federal income tax (benefit) expense (75.5) 2.7 106.9
Income from continuing operations before minority interest 16.1 215.9 361.1
Minority interest:
Distributions on mandatorily redeemable preferred securities of a subsidiary
trust holding solely junior subordinated debentures of the Company (16.0) (16.0) (16.0)
Income from continuing operations before cumularive effect of change in accounting principle 0.1 199.9 345.1
Loss from operations of discontinued business (less applicable income tax benefit of
$10.1 for the year ended December 31, 1999) — — (18.8)
Loss on disposal of group life and health business, including provision of $72.2 for operating
losses during phase-out period for the year ended December 31, 1999 (less applicable
income tax benefic of $16.4) — — (30.5)
Income before cumulative effect of change in accounting principle 0.1 199.9 295.8
Cumulative effect of change in accounting principle (3.2) — —
Net (loss) income $ (3.1) $ 1999 $ 2958
Earnings per common share:
Basic:
Income from continuing operations before cumulative effect of change in accounting principle $ — $ 375 $ 6.27
Loss from operations of discontinued business (less applicable income tax benefit of
$0.19 for the year ended December 31, 1999) — —_— (0.34)
Loss on disposal of group life and health business, including provision of $1.31 for operating
losses during phase-out period for the year ended December 31, 1999 (less applicable
income tax benefit of $0.30) —_ — (0.55)
Cumulative effect of change in accounting principle (0.06) — —
Net (loss) income per share $ 0.06) $ 375 ¢ 5.38
Weighted average shares outstanding 52.7 53.3 55.0
Diluted:
Income from continuing operations before cumulative effect of change in accounting principle $ — $ 370 ¢ 621
Loss from operations of discontinued business (less applicable income tax benefit
of $0.19 for the year ended December 31, 1999) — — (0.33)
Loss on disposal of group life and health business, including provision of $1.30 for operating
losses during phase-out period for the year ended December 31, 1999 (less applicable
income tax benefit of $0.29) — — (0.55)
Cumulative effect of change in accounting principle (0.06) — —
Net (loss) income per share $ 006) $ 370 $ 533
Weighted average shares outstanding 53.1 54.0 55.5

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Balance Sheets

December 31 2001 2000
(In millions, except per share data)
Assets
Investments:
Fixed maturities-at fair value (amortized cost of $9,294.0 and $8,153.7) $ 9,401.7 § 8,118.0
Equity securities-at fair value (cost of $61.2 and $60.0) 62.1 85.5
Mortgage loans 321.6 617.6
Policy loans 379.6 381.3
Other long-term investments 161.2 193.2
Total investments ©10,326.2 9,395.6
Cash and cash equivalents 350.2 281.1
Accrued investment income 152.3 155.4
Premiums, accounts and notes receivable, net 628.4 618.1
Reinsurance receivable on paid and unpaid losses, benefits and unearned premiums 1,426.8 1,423.8
Deferred policy acquisition costs 1,784.2 1,608.2
Deferred federal income taxes 168.1 103.8
Other assets 661.5 564.6
Separate account assets 14,838.4 17,437.4
Total assets $30,336.1  $31,588.0
Liabilities
Policy liabilities and accruals:
Future policy benefits $ 4,099.6 ¢ 3,617.4
Outstanding claims, losses and loss adjustment expenses 3,029.8 2,880.9
Unearned premiums 1,052.5 981.6
Contractholder deposit funds and other policy liabilities 1,763.9 2,193.1
Total policy liabilities and accruals 9,945.8 9,673.0
Expenses and taxes payable 934.1 768.6
Reinsurance premiums payable 125.3 1223
Trust instruments supported by funding obligations 1,518.6 621.5
Short-term debt 83.3 56.6
Long-term debt 199.5 199.5
Separate account liabilities 14,838.4 17,437 .4
Total liabilities 27,645.0 28,878.9
Minority interest:
Mandatorily redeemable preferred securities of a subsidiary trust holding solely
junior subordinated debentures of the Company 300.0 300.0
Commitments and contingencies (Notes 16 and 20)
Shareholders’ Equity
Preferred stock, $0.01 par value, 20.0 million shares authorized, none issued — j—
Common stock, $0.01 par value, 300.0 million shares authorized, 60.4 million
shares issued 0.6 0.6
Additional paid-in capital 1,758.4 1,765.3
Accumulated other comprehensive loss (13.7) (5.2)
Retained earnings 1,052.3 1,068.7
Treasury stock at cost (7.5 and 7.7 million shares) (406.5) (420.3)
Total shareholders’ equity 2,391.1 2,409.1
Toral liabilities and shareholders’ equity $30,336.1  $31,588.0

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Shareholders’ Equity

For the Years Ended December 31 2001 2000 1999
(In millions)
Preferred Stock $ — $ — $ —
Common Stock
Balance at beginning and end of year 0.6 0.6 0.6
Additional Paid-In Capital
Balance at beginning of year 1,765.3 1,770.5 1,768.8
Unearned compensation related to restricted stock and other (6.9) (5.2) 1.7
Balance at end of year 1,758.4 1,765.3 1,770.5

Accumulated Other Comprehensive Income (Loss)
Net Unrealized Appreciation (Depreciation) on Investments:
Balance at beginning of year (5.2) (75.3) 180.5
Appreciation (depreciation) during the period:
Net appreciation (depreciation) on available-for-sale securities and

derivative instruments 51.7 107.9 (393.8)
(Provision) benefit for deferred federal income taxes (18.1) (37.8) 138.0
33.6 70.1 (255.8)

Balance at end of year 28.4 (5.2) (75.3)

Minimum Pension Liability:
Balance at beginning of year — — —
Increase (decrease) during the period:

Increase in minimum pension liability (64.8) — —
Benefit for deferred federal income taxes 22.7 — —
(42.1) — —
Balance at end of year 42.1) — —
Total accumulated other comprehensive loss (13.7) (53.2) (75.3)
Retained Earnings
Balance at beginning of year 1,068.7 882.2 599.9
Net (loss) income 3.1) 199.9 295.8
Dividends to shareholders (13.3) (13.4) (13.5)
Balance at end of year 1,052.3 1,068.7 882.2
Treasury Stock
Balance at beginning of year (420.3) (337.8) (91.2)
Shares purchased at cost — (105.0) (252.8)
Shares reissued at cost 13.8 22.5 6.2
Balance at end of year (406.5) (420.3) (337.8)
Total shareholders’ equity $2,391.1  $2,409.1  $2,240.2

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Comprebensive Income

For the Years Ended December 31

2001 2000 1999
(In millions)
Net (loss) income $ (3.) $199.9 §$ 2958
Other comprehensive income (loss):
Net unrealized appreciation (depreciation) in investments:
Net appreciation (depreciation) on available for sale securities
and derivative instruments 51.7 107.9 (393.8)
(Provision) benefit for deferred federal income taxes (18.1) (37.8) 138.0
33.6 70.1 (255.8)
Minimum pension liability:
Increase in minimum pension liability (64.8) — —
Benefit for deferred federal income taxes 22.7 — —
(42.1) — —
Other comprehensive (loss) income (8.5) 70.1 (255.8)
Comprehensive (loss) income $(11.6) $270.0 $ 400

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Cash Flows

For the Years Ended December 31 2001 2000 1999
(1n millions)
Cash Flows From Operating Activities
Net (loss) income $ 3. $ 1999 § 2958
Adjustments to reconcile net (loss) income to net cash provided by operating activities:
Net realized investment losses (gains) 1239 140.7 (90.4)
Losses on derivative instruments 35.2 — —
Net amortization and depreciation 23.0 22.8 34.2
Deferred federal income taxes (63.1) 1.5 18.8
Loss on disposal of group life and health business — — 30.5
Change in deferred acquisition costs (183.7) (227.6) (183.8)
Change in premiums and notes receivable, net of reinsurance premiums payable 20.5 26.3 42.4)
Change in accrued investment income 3.1 (6.7) 7.7
Change in policy liabilities and accruals, net 688.1 172.4 28.7°
Change in reinsurance receivable (3.0) (143.1) (143.8)
Change in expenses and taxes payable (76.3) (21.6) 29.6
Separate account activity, net 0.1 0.7 5.3
Other, net 329 4.2 32.8
Net cash provided by operating activities 597.6 169.5 23.0
Cash Fiows From investing Activities
Proceeds from disposals and maturities of available-for-sale fixed maturities 3,420.1 3,024.8 2,996.5
Proceeds from disposals of equity securities 42.7 15.1 424.3
Proceeds from disposals of other investments 48.3 48.5 31.4
Proceeds from mortgages sold, matured or collected 307.1 116.2 128.2
Proceeds from collections of installment finance and notes receivable 212.1 164.9 149.8
Purchase of available-for-sale fixed maturities (4,698.4) (3,844.3) (2,527.3)
Purchase of equity securities (12.9) (19.8) (78.9)
Purchase of other investments (28.8) (147.2) (140.7)
Disbursements to fund installment finance and notes receivables (239.9) (175.4) (157.6)
Capital expenditures (32.1) (13.7) (30.1)
Purchase of company owned life insurance — (64.9) —
Other investing activities, net 2.0 0.1 (8.5)
Net cash (used in) provided by investing activities (979.8) (895.7) 787.1
Cash Flows From Financing Activities
Deposits and interest credited to contractholder deposit funds 156.5 990.3 1,514.6
Withdrawals from contractholder deposit funds (621.0) (936.7) (2,037.5)
Deposits and interest credited to trust instruments supported by funding obligations 1,181.8 570.9 50.6
Withdrawals from trust instruments supported by funding obligations (284.7) — —
Change in short-term debt 26.7 11.6 (176.3)
Dividends paid to shareholders (13.3) (13.4) (13.5)
Net proceeds from issuance of common stock —_ 0.6 1.1
Treasury stock purchased at cost — (104.1) (250.2)
Treasury stock reissued at cost 5.3 233 6.2
Net cash provided by (used in) financing activities 451.3 542.5 (905.0)
Net change in cash and cash equivalents 69.1 (183.7) (94.9)
Cash and cash equivalents, beginning of year 281.1 464.8 559.7
Cash and cash equivalents, end of year $ 3502 $§ 281.1 $ 4648
Supplemental Cash Flow information
Interest payments $ 195 §& 216 $ 199
Income tax net (refunds) payments $ 4.1 3% 88 $ 778

The accompanying notes are an integral part of these consolidated financial statements.

51




Notes To Consolidated Financial Statements

1.

[—]

Summary of Significant Accounting Policies

=

A. Basis of Presentation and Principles of Consolidation

The consolidated financial statements of Allmerica Financial
Corporation (“AFC” or the “Company”) include the accounts of
First Allmerica Financial Life Insurance Company (“FAFLIC”);
Allmerica Financial Life Insurance and Annuity Company
(“AFLIAC”); The Hanover Insurance Company {“Hanover”);
Citizens Insurance Company of America (“Citizens”), and other
insurance and non-insurance subsidiaries. All significant inter-
company accounts and transactions have been eliminated.

The preparation of financial statements in conformity with
generally accepted accounting principles requires the Company
to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent
assets and liabilities at the date of the financial statements and
the reported amount of revenues and expenses during the
reporting period. Actual resulcs could differ from those estimates.

B. Closed Biock

FAFLIC established and began operating a closed block (the
“Closed Block”) for the benefit of the participating policies
included therein, consisting of certain individual life insurance
participating policies, individual deferred annuity contracts and
supplementary contracts not involving life contingencies which
were in force as of FAFLIC’s demutualization on October 16,
1995; such policies constitute the “Closed Block Business”. The
purpose of the Closed Block is to protect the policy dividend
expectations of such FAFLIC dividend paying policies and con-
tracts. Unless the Commonwealth of Massachusetts Insurance
Commissioner consents to an earlier termination, the Closed
Block will continue to be in effect until the date none of the
Closed Block policies are in force. FAFLIC allocated to the
Closed Block assets in an amount that is expected to produce
cash flows which, together with future revenues from the Closed
Block Business, are reasonably sufficient to support the Closed
Block Business, including provision for payment of policy ben-
efits, certain future expenses and taxes and for continuation of
policyholder dividend scales payable in 1994 so long as the
experience underlying such dividend scales continues. The
Company expects that the factors underlying such experience
will fluctuate in the furure and policyholder dividend scales for
Closed Block Business will be set accordingly.

Although the assets and income allocated to the Closed
Block inure solely to the benefit of the holders of policies
included in cthe Closed Block, the excess of Closed Block liabil-
ities over Closed Block assets as measured on a GAAP basis rep-
resent the expected future post-tax income from the Closed
Block which may be recognized in income over the period the
policies and contracts in the Closed Block remain in force.
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If the actual income from the Closed Block in any given
period equals or exceeds the expected income for such period as
determined at the inception of the Closed Block, the expected
income would be recognized in income for that period. Further,
cumulative accual Closed Block income in excess of the expect-
ed income would not inure to the shareholders and would be
recorded as an additional liability for policyholder dividend
obligations. This accrual for future dividends eftectively limits
the acrual Closed Block income recognized in income to the
Closed Block income expected to emerge from operation of the
Closed Block as determined at inception.

If, over the period the policies and contracts in the Closed
Block remain in force, the actual income from the Closed Block
is less than the expected income from the Closed Block, only
such actual income (which could reflect a loss) would be recog-
nized in income. If the actual income from the Closed Block in
any given period is less than the expected income for that peri-
od and changes in dividend scales are inadequate to offset the
negative performance in relation to the expected performance,
the income inuring to shareholders of the Company will be
reduced. If a policyholder dividend liability had been previous-
ly established in the Closed Block because the actual income to
the relevant date had exceeded the expected income to such
date, such liability would be reduced by this reduction in
income (but not below zero) in any periods in which the actual
income for that period is less than the expected income for such
period.

C. Valuation of Investments

In accordance with the provisions of Statement of Financial
Accounting Standards No. 115, Accounting for Certain Investments
in Debt and Equiry Securities, (“Statement No. 1157), the
Company is required to classify its investments into one of three
categories: held-to-maturity, available-for-sale or trading. The
Company determines the appropriate classification of debt secu-
rities at the time of purchase and re-evaluates such designation
as of each balance sheet date.

Debt securities and marketable equity securities are classi-
fied as available-for-sale. Available-for-sale securities are carried
at fair value, with the unrealized gains and losses, net of tax,
reported in a separate component of shareholders’ equity. The
amortized cost of debt securities is adjusted for amortization of
premiums and accretion of discounts to marturity. Such amorti-
zation is included in investment income.

Mortgage loans on real estate are stated at unpaid principal
balances, net of unamortized discounts and reserves. Reserves on
mortgage loans are based on losses expected by the Company to
be realized on transfers of mortgage loans to real estate (upon
foreclosure), on the disposition or settlement of mortgage loans
and on mortgage loans which the Company believes may not be
collectible in full. In establishing reserves, the Company con-
siders, among other things, the estimated fair value of the
underlying collateral.




Fixed maturities and mortgage loans that are delinquent
are placed on non-accrual stacus, and thereafter interest income
is recognized only when cash payments are received.

Policy loans are carried principally at unpaid principal
balances.

As of December 31, 2001, there was one real estate proper-
ty in the Company’s investment portfolio which was acquired
upon the foreclosure of a mortgage loan. The asset is being cat-
ried at the estimated fair value less cost of disposal. Depreciation
is not recorded on this asset while it is held for disposal. As of
December 31, 2000, there were no real estate properties in the
Company's investment portfolio.

Realized investment gains and losses, other than those
related to separate accounts for which the Company does not
bear the investment risk, are reported as a component of rev-
enues based upon specific identificacion of the investment assets
sold. When an other-than-temporary impairment of the value of
a specific investment or a group of investments is determined, a
realized investment loss is recorded. Changes in the reserves for
mortgage loans are included in realized investment gains or
losses.

D. Financial Instrumentis

In the normal course of business, the Company enters into trans-
actions involving various types of financial instruments, includ-
ing debt, investments such as fixed marurities, mortgage loans
and equity securities, investment and loan commitments, swap
contracts and interest rate futures contracts. These instruments
involve credit risk and are also subject to risk of loss due to
interest rate fluctuation. The Company evaluates and monitors
each financial instrument individually and, when appropriate,
obtains collateral or other security to minimize losses.

E. Derivatives and Nedging Activities

All derivatives are recognized on the balance sheet at their fair
value. On the date the derivative contract is entered into, the
Company designates the derivative as (1) a hedge of the fair
value of a recognized asset or liability (“fair value” hedge); (2) a
hedge of a forecasted transaction or of the variability of cash
flows to be received or paid related to a recognized asset or lia-
bility (“cash flow” hedge); (3) a foreign-currency fair value or
cash flow hedge (“foreign currency” hedge); or (4) “held for trad-
ing”. Changes in the fair value of a derivative that is highly
effective and chat is designated and qualifies as a fair value
hedge, along with the gain or loss on the hedged asset or liabil-
ity that is ateributable to the hedged risk, are recorded in cur-
rent period earnings. Changes in che fair value of a derivative
that is highly effective and that is designated and qualifies as a
cash flow hedge are recorded in other comprehensive income,
until earnings are affected by the variability of cash flows (e.g.,
when periodic settlements on a variable-rate asset or liability are
recorded in earnings). Changes in the fair value of derivatives
that are highly effective and that are designated and qualify as

foreign currency hedges are recorded in either current period
earnings or other comprehensive income, depending on whether
the hedge transaction is a fair value hedge or a cash flow hedge.
Lastly, changes in the fair value of derivative trading instru-
ments are reported in current period earnings.

The Company may hold financial instruments that contain
“embedded” derivative instruments. The Company assesses
whether the economic characteristics of the embedded deriva-
tive are clearly and closely related to the economic characteris-
tics of the remaining component of the financial instrument, or
host contract, and whether a separate instrument with the same
terms as the embedded instrument would meet the definition of
a derivative instrument. When it is determined that (1) the
embedded derivative possesses economic characteristics that are
not clearly and closely related to the economic characteristics of
the host contract, and (2) a separate instrument with the same
terms would qualify as a derivative instrument, the embedded
derivative is separated from the host contract, carried at fair
value, and designated as a fair-value, cash-flow, or foreign cur-
rency hedge, or as a trading derivative instrument.

The Company formally documents all relationships
between hedging instruments and hedged items, as well as its
risk-management objective and strategy for undertaking various
hedge transactions. This process includes linking all derivatives
that are designated as fair value, cash flow, or foreign currency
hedges to specific assets and liabilities on the balance sheet or to
specific forecasted transactions. The Company also formally
assesses, both at the hedge’s inception and on an ongoing basis,
whether the derivatives that are used in hedging transactions are
highly effective in offsetting changes in fair values or cash flows
of hedged items. When it is determined that a derivative is not
highly effective as a hedge or that it has ceased to be a highly
effective hedge, the Company discontinues hedge accounting
prospectively, as discussed below.

The Company discontinues hedge accounting prospective-
ly when (1) it is determined chat the derivative is no longer
effective in offsetting changes in the fair value or cash flows of a
hedged item, including forecasted transactions; (2) the deriva-
tive expires or is sold, terminated, or exercised; (3) the deriva-
tive is no longer designated as a hedge instrument, because it is
unlikely that a forecasted transaction will occur; or (4) manage-
ment determines that designation of the derivative as a hedge
instrument is no longer appropriate.

When hedge accounting is discontinued because it is deter-
mined that the derivative no longer qualifies as an effective fair
value hedge, the derivative will continue to be carried on the
balance sheet at its fair value, and the hedged asset or liabilicy
will no longer be adjusted for changes in fair value. When hedge
accounting is discontinued because it is probable that a fore-
casted transaction will not occur, the derivative will continue to
be carried on the balance sheet at its fair value, and gains and
losses that were accumulated in other comprehensive income
will be recognized immediately in earnings. In all other situa-
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tions in which hedge accounting is discontinued, the derivative
will be carried at its fair value on the balance sheet, with
changes in its fair value recognized in current period earnings.

F. Cash and Cash Equivalents

Cash and cash equivalents includes cash on hand, amounts due
from banks and highly liquid debt instruments purchased with
an original maturity of three months or less.

G. Deferred Policy Acquisition Costs

Acquisition costs consist of commissions, underwriting costs
and other costs, which vary with, and are primarily related to,
the production of revenues. Property and casualty insurance
business acquisition costs are deferred and amortized over the
rerms of the insurance policies. Acquisition costs related to uni-
versal life products, variable annuities and contractholder
deposit funds are deferred and amortized in proportion to total
estimated gross profits from investmenc yields, mortality, sur-
render charges and expense margins over the expected life of the
contracts. This amortization is reviewed periodically and adjust-
ed retrospectively when the Company revises its estimate of cur-
rent or future gross profits to be realized from this group of
products, including realized and unrealized gains and losses
from investments. Acquisition costs related to fixed annuities
and other life insurance products are deferred and amorrized,
generally in proportion to the ratio of annual revenue to the esti-
mated total revenues over the contract periods based upon the
same assumptions used in estimating the liability for fucure pol-
icy benefirs.

Deferred acquisition costs for each life product and proper-
ty and casualty line of business are reviewed to determine if they
are recoverable from future income, including investment
income. If such costs are determined to be unrecoverable, they
are expensed at the time of determination. Although realization
of deferred policy acquisition costs is not assured, the Company
believes it is more likely than not that all of these costs will be
realized. The amount of deferred policy acquisition costs con-
sidered realizable, however, could be reduced in the near term if
the estimares of gross profits or total revenues discussed above
are reduced. The amount of amortization of deferred policy
acquisition costs could be revised in the near term if any of the
estimates discussed above are revised.

¥. Property and SZquinment

Property, equipment and leasehold improvements are stated at
cost, less accumulated depreciation and amortization.
Depreciation is provided using the straight-line or accelerated
method over the estimated useful lives of the related assets
which generally range from 3 to 30 years. Amortization of lease-
hold improvements is provided using the straight-line method
over the lesser of the term of the leases or the estimated useful
life of the improvements.

l. Separate Accounlis

Separate account assets and liabilities represent segregated funds
administered and invested by the Company for the benefit of
variable annuity and variable life insurance contractholders and
certain pension funds. Assets consist principally of bonds, com-
mon stocks, mutual funds, and short-term obligations at mar-
ket value. The investment income and gains and losses of these
accounts generally accrue to the contractholders and, therefore,
are not included in the Company’s net income. Appreciation
and depreciation of the Company’s interest in the separate
accounts, including undistributed net investment income, is
reflected in shareholders’ equity or net investment income.

J. Policy Liakililies 2nd Accruals

Fucure policy benefits are liabilities for life, health and annuity
products. Such liabilities are established in amounts adequate to
meet the estimated future obligations of policies in force. The
liabilities associated with traditional life insurance products are
computed using the net level premium method for individual
life and annuity policies, and are based upon estimates as to
future investment yield, mortality and wichdrawals that include
provisions for adverse deviation. Future policy benefits for indi-
vidual life insurance and annuity policies are computed using
interest rates ranging from 2'2% to 6.0% for life insurance and
2% to 9'2% for annuities. Mortality, morbidity and withdraw-
al assumptions for all policies are based on the Company’s own
experience and industry standards. Liabilities for universal life,
variable universal life and variable annuities include deposits
received from customers and investment earnings on their fund
balances, less administrative charges. Universal life fund bal-
ances are also assessed mortality and surrender charges.
Liabilities for variable annuities include a reserve for benefit
claims in excess of a guaranteed minimum fund value.

Liabilities for outstanding claims, losses and loss adjust-
ment expenses (“LAE”) are estimates of payments to be made on
property and casualty and health insurance for reported losses
and LAE and estimates of losses and LAE incurred but not
reporced. These liabilities are determined using case basis eval-
uations and statistical analyses and represent estimates of the
ultimate cost of all losses incurred but not paid. These estimates
are continually reviewed and adjusted as necessary; such adjust-
ments are reflected in current operations. Estimated amounts of
salvage and subrogation on unpaid property and casualty losses
are deducted from the liability for unpaid claims.

Premiums for property and casualty insurance are reported
as earned on a pro-rata basis over the contract period. The
unexpired portion of these premiums is recorded as unearned
premiums.

Contractholder deposit funds and other policy liabilities
include investment-related produces such as guaranteed invest-
ment contracts, deposit administration funds and immediate
participation guarantee funds and consist of deposits received
from customers and investment earnings on their fund balances.




Trust instruments supported by funding obligations consist
of deposits received from customers, investment earnings on
their fund balance, and the effect of changes in foreign curren-
cies related to these deposits.

All policy liabilities and accruals are based on the various
estimates discussed above. Although the adequacy of these
amounts cannot be assured, the Company believes that it is
more likely than not that policy liabilities and accruals will be
sufficient to meet future obligations of policies in force. The
amount of liabilities and accruals, however, could be revised in
the near term if the estimates discussed above are revised.

K. Mandatorily Redeemable Preferred Securities of a
Subsidiary Trust Holding Scolely Junior Subordinated
Debentures of the Company

Mandatorily redeemable preferred securities of a subsidiary trust
holding solely junior subordinated debentures of the Company
reflects the issuance, through a subsidiary business trust, of
$300.0 million of Series B Capital Securities, which are regis-
tered under the Securities Act of 1933, and related Junior
Subordinated Deferrable Interest Debencures due 2027. These
capital securities pay cumulative dividends at a rate of 8.207%
semiannually. Through certain guarantees, these subordinated
debentures and the terms of related agreements, AFC has irrev-
ocably and unconditionally guaranteed the obligations of che
subsidiary business trust under these capital securities.

L. Premium and Fee Revenue and Related Expenses

Premiums for individual life insurance and individual and
group annuity products, excluding universal life and invest-
ment-related products, are considered revenue when due.
Property and casualty insurance premiums are recognized as
revenue over the related contract periods. Benefits, losses and
related expenses are matched with premiums, resulting in their
recognition over the lives of the contracts. This matching is
accomplished through the provision for future benefits, esti-
mated and unpaid losses and amortization of deferred policy
acquisition costs. Revenues for investment-related products
consist of net investment income and contract charges assessed
against the fund values. Related benefit expenses include annu-
ity benefit claims in excess of a guaranteed minimum fund
value, and net investment income credited to the fund values
after deduction for investment and risk charges. Revenues for
universal life products consist of net investment income, with
mortality, administration and surrender charges assessed against
the fund values. Related benefit expenses include universal life
benefit claims in excess of fund values and net investment
income credited to universal life fund values. Certain policy
charges that represent compensation for services to be provided
in future periods are deferred and amortized over the period
benefited using the same assumptions used to amortize capital-
ized acquisition costs.

V. Federal Income Taxes

AFC and its domestic subsidiaries (including certain non-insur-
ance operations) file a consolidated United States federal income
tax return. Entities included within the consolidated group are
segregated into either a life insurance or a non-life insurance
company subgroup. The consolidation of these subgroups is
subject to certain statutory restrictions on the percentage of eli-
gible non-life tax losses that can be applied to offset life compa-
ny taxable income.

Deferred income taxes are generally recognized when assets
and liabilities have different values for financial statement and
tax reporting purposes, and for other temporary taxable and
deductible differences as defined by Statement of Financial
Accounting Standards No. 109, Accounting for Income Taxes
(“Statement No.109”). These differences result primarily from
policy acquisition expenses, loss and LAE reserves, policy
reserves, tax credit carryforwards, net operating loss carry-
forwards, employee benefit plans and unrealized appreciation or
depreciation on investments.

N. New Accounting Pronocuncements

In June 2001, the Financial Accounting Standards Board
(“FASB”) issued Statement of Financial Accounting Standards
No. 142, Goodwill and Other Intangible Assets (“Sratement No.
1427), which requires that goodwill and intangible assets chat
have indefinite useful lives no longer be amortized over their
useful lives, but instead be tested at least annually for impair-
ment. Intangible assets that have finite useful lives will contin-
ue to be amortized over their useful lives. In addition, the state-
ment provides specific guidance for testing the impairment of
intangible assets. Additional financial statement disclosures
about goodwill and other intangible assets, including changes
in the carrying amount of goodwill, carrying amounts by classi-
fication of amortized and non-amortized assets, and estimated
amortization expenses for the next five years, ate also required.
This statement is effective for fiscal years beginning after
December 15, 2001 for all goodwill and other intangible assets
held at the date of adoption. Certain provisions of this statement
are also applicable for goodwill and other intangible assets
acquired after June 30, 2001, but prior to adoption of this state-
ment. At December 31, 2001 and 2000, the Company’s assets
reflected goodwill of $139.2 million and $142.3 million,
respectively. Amortization expense related to the Company’s
goodwill was $6.1 million, $5.9 million and $5.5 million dur-
ing 2001, 2000 and 1999, respectively. Effective January 1,
2002, the Company ceased its amortization of goodwill in
accordance with Statement No. 142. Included in goodwill at
December 31, 2001 was approximately $123.4 million related
to the Company’s property and casualty business, for which
the Company has reviewed in accordance with Statement
No. 142 and determined that it is fully recoverable. The
remaining goodwill relates to small, non-insurance subsidiaries.
The Company is currently completing its assessment of the
impact related to these subsidiaries.
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In June 2001, the FASB issued Statement of Financial
Accounting Standards No. 141, Business Combinations
(“Statement No. 141”), which requires that all business combi-
nations initiated after June 30, 2001 be accounted for using the
purchase method of accounting. It further specifies the criteria
that intangible assets must meet in order to be recognized and
reported apart from goodwill. The implementation of
Statement No. 141 is not expected to have a material effect on
the Company’s financial statements.

In December 2000, the American Institute of Certified
Public Accountants issued Statement of Position 00-3,
Accounting by Insurance Enterprises for Demutualization and
Formations of Mutual Insurance Holding Companies and For Certain
Long-Duration Participating Contracts (“SoP No. 00-3"). SoP No.
00-3 requires that closed block assets, liabilities, revenues and
expenses be displayed together with all other assets, liabilities,
revenues and expenses of the insurance enterprise based on the
nature of the particular item, with appropriate disclosures relat-
ing to the closed block. In addition, the SoP provides guidance
on the accounting for participating contracts issued before and
after the date of demutualization, recording of closed block
earnings and related policyholder dividend liabilities, and the
accounting treatment for expenses and equity balances at the
date of demutualization. This statement is effective for fiscal
years beginning after December 15, 2000. The adoption of SoP
No. 00-3 did not have a material impact on the Company’s
financial position or results of operations.

In March 2000, the FASB issued Interpretation No. 44,
Accounting for Certain Transactions Involving Stock Compensation —
an interpretation of APB Opinion No. 25 (“FIN 44" or “the
Interpretation”). FIN 44 clarifies the application of APB
Opinion No. 25 regarding the definition of an employee, the
criteria for determining a noncompensatory plan, the account-
ing for changes to the terms of a previously fixed stock option
or award, the accounting for an exchange of stock compensa-
tion awards in a business combination, and other stock com-
pensation related issues. FIN 44 became effective July 1, 2000
with respect to new awards, modifications to outstanding
awards, and changes in grantee status that occur on or after that
date. In addition, the Interpretation covers certain events
occurring between December 16, 1998 and the July effective
date, as well as cercain ocher events occurring becween January
13, 2000 and the July effective date. To the extent that appli-
cable events occurred in those periods, the effects of applying
the Interpretation are recognized on a prospective basis begin-
ning July 1, 2000. The adoption of FIN 44 did not have a
material impact on the Company’s financial position or results
of operations.

In June 1998, the FASB issued Statement of Financial
Accounting Standards No. 133, Acounting for Derivative
Instruments and Hedgihg Activities (“Statement No. 133”), which
establishes accounting and reporting standards for derivative

inscruments. Statement No. 133 requires that all derivative
inscruments be recorded on the balance sheet at their fair value.
Changes in the fair value of derivatives are recorded each period
in current earnings or other comprehensive income, depending
on the type of hedge transaction. For fair value hedge transac-
tions in which the Company is hedging changes in an asset’s,
liability’s or firm commitment’s fair value, changes in the fair
value of the derivative inscruments will generally be offset in
the income statement by changes in the hedged item’s fair
value. For cash flow hedge transactions, in which the Company
is hedging the variability of cash flows related to a variable race
asset, liability, or a forecasted transaction, changes in the fair
value of the derivative instrument will be reported in other
comprehensive income. The gains and losses on the derivative
instrument that are reported in other comprehensive income
will be reclassified into earnings in the periods in which earn-
ings are impacted by the variability of the cash flows of the
hedged item. To the extent any hedges are determined to be
ineffective, all or a portion of the change in value of the deriva-
tive will be recognized currently in earnings. This statement
was effective for fiscal years beginning after June 15, 2000. The
Company adopred Statement No. 133 on January 1, 2001. In
accordance with the transition provisions of the statement, the
Company recorded a $3.2 million charge, net of taxes, in earn-
ings to recognize all derivative instruments at their fair values.
This adjustment represents net losses that were previously
deferred in other comprehensive income on derivative instru-
ments that do not qualify for hedge accounting. The Company
recorded an offsetting gain in other comprehensive income
of $3.3 million, net of taxes, to recognize these derivative
instruments.

0. Earnings Per Share

Earnings per share (“EPS”) for the years ended December 31,
2001, 2000, and 1999 are based on a weighted average of the
number of shares outstanding during each year. The Company’s
EPS is based on net income for both basic and diluted earnings
per share. The weighted average shares outstanding which were
utilized in the calculation of basic earnings per share differ from
the weighted average shares outstanding used in the calculation
of diluted earnings per share due to the effect of dilutive
employee stock options and nonvested stock grants.

Options to purchase shares of common stock whose exercise
prices are greater than the average market price of the common
shares are not included in the computation of diluted earnings
per share because the effect would be antidilutive.

P. Reclassifications

Certain prior year amounts have been reclassified to conform to
the current year presentation.
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Discontinued Operations

3.
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Significant Transactions

During the second quarter of 1999, the Company approved a
plan to exit its group life and health insurance business, con-
sisting of its Employee Benefit Services (“EBS”) business, its
Affinity Group Underwriters (*“AGU”) business and its accident
and health assumed reinsurance pool business (“reinsurance pool
business”). During the third quarter of 1998, the Company
ceased writing new premiums in the reinsurance pool business,
subject to certain contractual obligations. Prior to 1999, these
businesses comprised substantially all of the former Corporate
Risk Management Services segment. Accordingly, the operating
results of the discontinued segment, including its reinsurance
pool business, have been reported in the Consolidated
Statements of Income as discontinued operations in accordance
with Accounting Principles Board Opinion No. 30, Reporting the
Results of Operations — Reporting the Effects of Disposal of a Segment
of a Business, and Extraordinary, Unusual and Infrequently
Occurring Events and Transactions (“APB Opinion No. 307). In the
third quarter of 1999, the operating results from the discontin-
ued segment were adjusted to reflect the recording of addition-
al reserves related to accident claims from prior years. The
Company also recorded a $30.5 million loss, net of taxes, on the
disposal of this segment, consisting of after-tax losses from che
run-off of the group life and health business of approximately
$46.9 million, partially offset by net proceeds from the sale of
the EBS business of approximately $16.4 million. Subsequent
to a measurement date of June 30, 1999, approximately $11.5
million of the aforementioned $46.9 million loss has been gen-
erated from the operations of the discontinued business.

In March of 2000, the Company transferred its EBS busi-
ness to Great-West Life and Annuity Insurance Company of
Denver. As a result of this transaction, the Company has
received consideration of approximately $27 million, based on
renewal rights for existing policies. The Company retained pol-
icy liabilities estimared at $84.6 million at December 31, 2001
related to this business.

As permitted by APB Opinion No. 30, the Consolidated
Balance Sheets have not been segregated between continuing
and discontinued operations. At December 31, 2001 and 2000,
the discontinued segment had assets of approximately $397.6
million and $497.9 million, respectively, consisting primarily
of invested assets and reinsurance recoverables, and liabilities of
approximately $369.3 million and $460.0 million, respectively,
consisting primarily of policy liabilities. Revenues for the dis-
continued operations were $34.4 million, $207.7 million and
$367.0 million for the years ended December 31, 2001, 2000
and 1999, respectively.

As of December 31, 2001, the Company has repurchased
approximately $436.3 million, or approximately 8 million
shares, of its common stock under programs authorized by the
Board of Directors (the “Board”). As of December 31, 2001, the
Board had authorized total scock repurchases of $500.0 million,
leaving approximately $63.7 million available to the Company
for future repurchases. There were no share repurchases in 2001.
The Company repurchased approximately 1.9 million and 4.5
million shares at a cost of approximately $103.4 million and
$250.2 million in 2000 and 1999, respectively.

During the fourth quarter of 2001, the Company complet-
ed an extensive review of its agency relationships which result-
ed in the termination of 377 agencies and the withdrawal of
commercial lines’ underwriting authority in an addicional 314
agencies. These actions affected approximately 27% of the
approximately 2,500 active agencies representing the Company
in 2001. These agencies have consistently produced unsatisfac-
tory loss ratios. In addition, the Company terminated virtually
all of its specialty commercial programs and discontinued a
number of special matketing arrangements. The Company is
contractually or under statutory regulations obligated to renew
policies with certain agents that will be in runoff in 2002 and
2003. The estimated future premium deficiency on these poli-
cies is $7.2 million and this loss was recorded during 2001. In
connection with these actions, the Company performed an actu-
arial review of outstanding reserves with segregated loss history
on the exited business. Based on this review, an increase. to
reserves of $52.9 million was recorded in the fourth quarter of
2001. This increase includes $12.1 million of adverse develop-
ment in the current year and $40.8 million of adverse develop-
ment on prior years’ reserves, which is net of a $5.9 million ben-
efit from the aggregate excess of loss reinsurance treaty. Under
the aggregate excess of loss reinsurance treaty the Company rec-
ognized a net benefit of $1.1 million, including the aforemen-
tioned $5.9 million benefit related to prior year reserves. In
addition, as a result of projected fucure losses on the exited busi-
ness, the Company recorded an impairment to the deferred
acquisition costs asset (“‘DAC”) of $3.4 million. This resulted in
an increase in policy acquisition expenses and a decrease in the
Company’s DAC asset balance as of December 31, 2001. The
total charge of $68.3 million has been presented as a separate
line item in the Consolidated Statements of Income. Actual
future losses from the exited business may vary from the
Company's estimate.
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In the fourth quarter of 2001, the Company recognized a
pre-tax charge of $2.7 million related to severance and other
employee related costs resulting from the reorganization of its
technology support group. Approximately 82 position have
been eliminated as a result of this restructuring plan, of which
81 employees have been terminated as of December 31, 2001.
The Company made $0.5 million of payments in 2001 related
to this rescructuring plan.

During 2000, the Company adopted a formal company-
wide restructuring plan. This plan was the result of a corporate
initiative that began in the fall of 1999, intended to reduce
expenses and enhance revenues. This plan consisted of various
initiatives including a series of internal reorganizations, consol-
idations in home office operations, consolidations in field
offices, changes in distribution channels and product changes.
As a result of the Company’s restructuring plan, it recognized a
pre-tax charge of $21.4 million during 2000. Approximately
$5.7 million of this charge relates to severance and other
employee related costs resulting from the elimination of approx-
imarely 360 positions, of which 240 employees have been ter-
minated as of December 31, 2001 and 120 vacant positions have
been eliminated. All levels of employees, from staff to senior
management, were affected by the restructuring. In addition,
approximately $15.7 million of this charge relates to other
restructuring costs, consisting of one-time project costs, lease
cancellations and the present value of idle leased space. As of
December 31, 2001, the Company has made payments of
approximately $21.2 million related to this restructuring plan,
of which approximately $5.6 million relates to severance and
other employee related costs. This plan has been substantially
implemented.

Effective January 1, 1999, the Company entered into a
whole account aggregate excess of loss reinsurance agreement,
which provides coverage for the 1999 accident year for the
Company’s property and casualty business. The program cov-
ered losses and allocated loss adjustment expenses, including
those incurred bur not yet reported, in excess of a specified
whole account loss and allocated LAE ratio. The annual cover-
age limit for losses and allocated LAE is $150.0 million. The
effect of this agreement on results of operations in each report-
ing period is based on losses and allocated LAE ceded, reduced
by a sliding scale premium of 50.0-67.5% depending on the
size of the loss, and increased by a ceding commission of 20.0%
of ceded premium. In addition, net investment income is
reduced for amounts credited to the reinsurer. As a result of this
agreement, the Company recognized net benefits of $0.2 mil-
lion, $9.8 million and $15.9 million for the years ended
December 31, 2001, 2000, and 1999, respectively, based on
estimates of losses and allocated loss adjustment expenses for
accident year 1999,
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Investments

A, Fizxed Maturities and Equity Securities

The Company accounts for its investments in fixed maturities
and equity securities, all of which are classified as available-for-
sale, in accordance with the provisions of Statement No. 115.

The amortized cost and fair value of available-for-sale fixed
maturities and equity securities were as follows:

December 31 2001

(In millions}

Gross Gross
Amortized  Unrealized ~ Unrealized Fair
Cosr ™ Gains Losses Value
U.S. Treasury securities
and U.S. government
and agency securities $ 1743 $ 52 % 18 § 1777
States and political
subdivisions 1,830.5 43.1 43.8 1,829.8
Foreign governments 34.3 2.5 0.3 36.5
Corporate fixed
maturities 6,251.2 202.5 127.9 6,325.8
Mortgage-backed
securities 1,003.7 32.5 4.3 1,031.9
Total fixed marurities $9,294.0 $285.8 $178.1 $9,401.7
Equity securities $§ 61.2 $100 8 91 § 621
Decenber 31 2000
(In millions)
Gross Gross
Amoreized  Unrealized  Unrealized Fair
Cost '™ Gains Losses Value
U.S. Treasury securities
and U.S. government
and agency securities $ 836 $ 39 $ 16 ¢ 859
States and political
subdivisions 1,966.7 87.9 36.1 2,018.5
Foreign governments 53.4 25 0.8 55.1
Corporate fixed
maturities 5,415.6 125.6 234.0 5,307.2
Mortgage-backed
securities 634.4 19.8 2.9 651.3
Total fixed maturities $8,153.7 $239.7 $2754  $8,118.0
Equity securities $ 600 $327 8§ 72 $ 855

(1) Amortized cost for fixed maturities and cost for equity securities.




In connection with AFLIAC’s voluntary withdrawal of its
license in New York, AFLIAC agreed with the New York
Department of Insurance to maintain, through a custodial
account in New York, a security deposit, the market value of
which will equal 102% of all outstanding liabilities of AFLIAC
for New York policyholders, claimants and creditors. At
December 31, 2001, the amortized cost and market value of
these assets on deposit in New York were $180.0 million and
$182.9 million, respectively. At December 31, 2000, the amot-
tized cost and market value of these assets on deposit were
$186.7 million and $189.8 million, respectively. In addition,
fixed maturities, excluding those securities on deposit in New
York, with an amortized cost of $140.5 million and $116.1 mil-
lion were on deposit with various state and governmental
authorities at December 31, 2001 and 2000, respectively.

Contractual fixed maturity investment commitments were
not material at December 31, 2001.

The amortized cost and fair value by maturity periods for
fixed marturities are shown below. Actual maturities may differ
from contractual maturicies because borrowers may have the
right to call or prepay obligations with or without call or pre-
payment penalties, or the Company may have the right to put
or sell the obligations back to the issuers. Mortgage backed
securities are included in the category representing their ulti-
mate maturity.

December 31 2001
(In millions)
Amortized Fair
Cost Vialue
Due in one year or less $ 6545 $ 664.1
Due after one year through five years 3,512.9 3,590.8
Due after five years through ten years 2,355.4 2,355.9
Due after ten years 2,771.2 2,790.9
Total $9,294.0  $9,401.7

B. Mortgage Loans and Real Estate

AFC’s mortgage loans are diversified by property type and loca-
tion. Mortgage loans are collateralized by the related properties
and generally are no more than 75% of the property’s value at
the time the original loan is made. The carrying values of mort-
gage loans net of applicable reserves were $321.6 million and
$617.6 million at December 31, 2001 and 2000, respectively.
Reserves for mortgage loans were $3.8 million and $4.4 million
at December 31, 2001 and 2000, respectively. During 2001, the
Company received proceeds of $194.3 million as a result of the
sale of $182.2 million of its mortgage loan portfolio.

At December 31, 2001 there was one real estate property in
the Company’s investment portfolio. The Company did not hold
any real estate investments in 2000. This real estate, at
December 31, 2001, which had a carrying value of $1.9 million
was acquired through the foreclosure of a mortgage loan and rep-

resents the one non-cash investing activity in 2001. There were
no non-cash investing activities, including real estate acquired
through foreclosure of mortgage loans, in 2000 and 1999.

There were no contractual commitments to extend credit
under commercial mortgage loan agreements at December 31,
2001.

Mortgage loan investments comprised the following prop-
erty types and geographic regions:

December 31 2001 2000

(In millions)

Property type:
Office building $177.0 $318.9
Industrial / warehouse 68.3 130.5
Rerail 67.9 106.8
Residential 11.5 54.8
Other 0.7 11.0
Valuation allowances (3.8) (4.4)

Total $321.6  $617.6

Geographic region:
South Atlantic $ 91.8 $159.7
Pacific 78.2 217.6
New England 50.5 70.4
East North Central 40.0 63.4
West South Central 333 47.7
Middle Atlantic 16.8 35.8
Other 14.8 27.4
Valuation allowances (3.8 (4.4)

Toral $321.6 $617.6

At December 31, 2001, scheduled mortgage loan maturities
were as follows: 2002 — $33.0 million; 2003 — $29.0 million;
2004 — $69.7 million; 2005 — $26.0 million; 2006 — $30.2
million and $133.7 million thereafter. Actual maturities could
differ from contractual marturities because borrowers may have
the right to prepay obligations with or without prepayment
penalties and loans may be refinanced. During 2001, the
Company did not refinance any mortgage loans based on terms
which differed from those granted to new borrowers.

Mortgage loans investment valuation allowances of $3.8
million and $4.4 million at December 31, 2001 and 2000,
respectively, have been deducted in arriving at investment car-
rying values as presented in the Consolidated Balance Sheets.
There were no impaired loans or related reserves as of December
31, 2001. The carrying value of impaired loans was $3.4 mil-
lion, with related reserves of $0.4 million as of December 31,
2000. All impaired loans were reserved for as of December 31,
2000. The average carrying value of impaired loans was $2.2
million, $12.1 million and $21.0 million, as of December 31,
2001, 2000 and 1999, respectively. Related interest income
while such loans were impaired were $1.4 million and $2.1 mil-
lion in 2000 and 1999, respectively. There was no interest
income received in 2001 related to impaired loans.
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C. Derivative lnstruments

The Company maintains an overall risk management strategy
that incorporates the use of derivative instruments to minimize
significant unplanned fluctuations in earnings that are caused
by interest rate or foreign currency volatility. The operations of
the Company are subject to risk resulting from interest rate
fluctuations to the extent that there is a difference between the
amount of the Company’s interest-earning assets and the
amount of interest-bearing liabilities chat are paid, withdrawn,
mature or re-price in specified periods. The principal objective
of the Company’s asset/liability management activities is to pro-
vide maximum levels of net investment income while main-
taining acceptable levels of interest rate and liquidicy risk and
facilitating the funding needs of the Company. The Company
has developed an asset/liability management approach tailored
to specific insurance or investment product objectives. The
investment assets of the Company are managed in over 20 port-
folio segments consistent with specific products or groups of
products having similar liability characteristics. As part of this
approach, management develops investment guidelines for each
portfolio consistent with the return objectives, risk tolerance,
liquidity, time horizon, tax and regulatory requirements of the
related product or business segment. Management has a gener-
al policy of diversifying investments boch within and across all
portfolios. The Company monitors the credit quality of its
investments and its exposure to individual markets, borrowers,
industries, and sectors.

The Company uses derivative financial instruments, prima-
rily interest rate swaps and futures contracts, with indices that
correlate to balance sheet instruments to modify its indicated
net interest sensitivity to levels deemed to be appropriate.
Specifically, for floating rate funding agreements that are
marched with fixed rate securities, the Company manages the
risk of cash flow variability by hedging with interest rate swap
contracts designed to pay fixed and receive floating interest.
Under interest rate swap contracts, the Company agrees to
exchange, at specified intervals, the difference between fixed
and floating interest amounts calculated on an agreed-upon
notional principal amount. Additionally, the Company uses
exchange traded financial futures contracts to hedge against
interest rate risk on anticipated sales of guaranteed investment
contracts ("GIC”) and other funding agreements, as well as the
reinvestment of fixed macurities. The Company is exposed to
interest rate risk from the time of sale of the GIC until the
receipt of the deposit and purchase of the underlying asset to
back the liability. Similarly, the Company is exposed to interest
rate risk on fixed maturity reinvestments from the time of
maturity until the purchase of new fixed maturicties. The
Company only trades futures contracts with nationally recog-
nized brokers, which the Company believes have adequate cap-
ital to ensure that there is minimal risk of default.

sl

As a result of the Company’s issuance of trust instruments
supported by funding obligations denominated in foreign cur-
rencies, as well as the Company’s investment in securities
denominated in foreign currencies, the Company’s operating
results are exposed to changes in exchange rates between the
U.S. dollar and the Swiss Franc, Japanese Yen, British Pound
and Euro. From time to time, the Company may also have expo-
sute to other foreign currencies. To mitigate the short-term
effect of changes in currency exchange rates, the Company reg-
ularly enters into foreign exchange swap contracts to hedge its
net foreign currency exposure. Addicionally, the Company
enters into compound currency/interest rate swap CONracts to
hedge foreign currency and interest rate exposure on specific
trust instruments supported by funding obligations. Under
these swap contracts, the Company agrees to exchange interest
and principal related to foreign fixed income securities and trust
obligations payable in foreign currencies, at current exchange
rates, for the equivalent payment in U.S. dollars translated at a
specific currency exchange rate.

By using derivative instruments, the Company is exposed
to credit risk. If the counterparty fails to perform, credic risk is
equal to the extent of the fair value gain (including any accrued
receivable) in a derivative. The Company regularly assesses the
financial strength of its counterparties and generally enters into
forward or swap agreements with counterparties raced “A” or
better by nationally recognized rating agencies. Depending on
the nature of the derivative transaction, the Company main-
tains bilaceral Collateral Standardized Arrangements (“CSA”)
with each counterparty. In general, the CSA sets a minimum
threshold of $10 million of exposure that must be collateral-
ized, although thresholds may vary by CSA. At December 31,
2001, collateral of $69.7 million in the form of cash, bonds and
US Treasury notes were held by our counterparties related to
these agreements.

The Company’s derivative activities are monitored by man-
agement, who review portfolio activities and risk levels.
Management also oversees all derivative transactions to ensure
that the types of transactions entered into and the results
obtained from those transactions are consistent with the
Company’s risk management strategy and with Company poli-
cies and procedures.

D. Fair Value Hedges

The Company enters into compound foreign currency/interest
rate swaps to convert its foreign denominated fixed rate trust
instruments supported by funding obligations to U.S. dollar
floating rate instruments. For the year ended December 31,
2001, the Company recognized a net gain of $0.3 million,
reported in losses on derivative instruments in the Consolidated
Statements of Income, which represented the ineffective portion
of all fair value hedges. All components of each derivative’s gain
or loss are included in the assessment of hedge effectiveness,
unless otherwise noted.




E. Cash Flow Hedges

The Company enters into various types of interest rate swap
contracts to hedge exposure to interest rate fluctuations.
Specifically, for floating rate funding agreement liabilities that
are matched with fixed rate securities, the Company manages
the risk of cash flow variability by hedging with interest rate
swap contracts. Under these swap contracts, the Company
agrees to exchange, at specified intervals, the difference between
fixed and floating interest amounts calculated on an agreed-
upon notional principal amount. The Company also purchases
long futures contracts and sells short futures contracts on mat-
gin to hedge against interest rate fluctuations associated with
the sale of GICs and other funding agreements, as well as the
reinvestment of fixed maturities. The Company is exposed to
interest rate risk from the time of sale of the GIC until the
receipt of the deposit and purchase of the underlying asset to
back the liability. Similarly, the Company is exposed to interest
rate risk on reinvestments of fixed maturicies from the time of
maturity until the purchase of new fixed marurities. The
Company uses U.S. Treasury Note futures to hedge this risk.

The Company also enters into foreign currency swap con-
tracts to hedge foreign currency exposure on specific fixed
income securities, as well as compound foreign currency/inter-
est rate swap contracts to hedge foreign currency and interest
rate exposure on specific trust instruments supported by fund-
ing obligations. Under these swap contracts, the Company
agrees to exchange interest and principal related to foreign fixed
maturities and trust obligations payable in foreign currencies, at
current exchange rates, for the equivalent payment in U.S. dol-
lars translated ar a specific currency exchange rate.

For the year ended December 31, 2001, the Company rec-
ognized a net loss of $35.5 million, reported as losses on deriv-
ative instruments in the Consolidated Statements of Income,
which represented the total ineffectiveness of all cash flow
hedges. This net loss included a total loss of $35.8 million relat-
ed to ineffective hedges of floating rate funding agreements
with put features allowing the policyholder to cancel the con-
tract prior to maturity. During the fourch quarter of 2001, the
Company reviewed the trend in put activity since inception of
the funding agreement business in order to determine the ongo-
ing effectiveness of the hedging relationship. Based upon the
historical trend in put activity, as well as management’s uncer-
tainty about possible furure events, the Company has deter-
mined that it is probable that some of the future variable cash
flows of the funding agreements will not occur, and therefore
the hedges were ineffective. The Company analyzed the future
payments under each outstanding funding agreement, and
determined the amount of payments that are probable of occur-
ring versus those that are probable of not occurring. The total
accumulated market value losses deferred in other comprehen-
sive income related to the payments that are probable of not
occurring, which totals $35.8 million, was reclassified to earn-
ings during the fourth quarter of 2001. This loss includes $13.7
million of losses related to funding agreements that have already

been put back to the Company, as well as $22.1 million of loss-
es related to funding agreements that have not been put, but
which management believes are probable of being put in the
future. All components of each derivative’s gain or loss are
included in the assessment of hedge effectiveness, unless other-
wise noted.

As of December 31, 2001, $79.5 million of the deferred net
losses on derivative instruments accumulated in other compre-
hensive income could be recognized in earnings during the nexe
twelve months depending on the forward interesc rate and cur-
rency rate environment. Transactions and events that (1) are
expected to occur over the next twelve months and (2) will
necessitate reclassifying to earnings these derivatives gains (loss-
es) include (a) the re-pricing of variable rate trust instruments
supported by funding obligations, (b) the interest payments
(receipts) on foreign denominated trust instruments supported
by funding obligations and foreign securities, (c) the anticipat-
ed sale of GICs and other funding agreements, (d) the possible
put ot non-renewal of GICs and other funding agreements, and
(e) the anticipated reinvestment of fixed maturities. The maxi-
mum term over which the Company is hedging its exposure to
the variability of furure cash flows (for all forecasted transac-
tions, excluding interest payments on funding agreements) is
12 months.

F. Trading Activities

The Company enters into insurance portfolio-linked, credit
default, and other swap contracts for investment purposes.
These products are not linked to specific assets and liabilities on
the balance sheet or to a forecasted transaction, and therefore do
not qualify for hedge accounting. Under the insurance portfolio-
linked swap contracts, the Company agrees to exchange cash
flows according to the performance of a specified underwriter’s
portfolio of insurance business. Under the terms of the credit
default swap contracts, the Company assumes the default risk of
a specific high credit quality issuer in exchange for a stated
annual premium. In the case of default, the Company will pay
the counterparty par value for a pre-determined security of the
issuer. The primary risk associated with these transactions is the
defaulr risk of the underlying companies. Under the other swap
contract entered into for investment purposes, the Company
agrees to exchange the difference between fixed and floating
interest amounts calculated on an agreed upon notional princi-
pal amount.

As of December 31, 2001, the Company no longer held
insurance portfolio-linked or credit defanlt swap contracts. Net
realized investment losses related to insurance portfolio-linked
contracts was $4.3 million, $0.7 million and $0.2 million for
the years ended December 31, 2001, 2000 and 1999, respec-
tively. The fair values of insurance portfolio-linked swap con-
tracts outstanding were immaterial at December 31, 2000.

The stated annual premium under credit default swap con-
tracts is recognized currently in net investment income. There
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was no net increase to investment income related to credit
default swap contracts for the year ended December 31, 2001;
however, there was a net increase of $0.2 million and $0.4 million
for the years ended December 31, 2000 and 1999, respectively.

The fair value of the other swap contract held for invest-
ment purposes was $(2.1) million and $(1.2) million at
December 31, 2001 and 2000, respectively. The net decrease in
net investment income related to this contract was $0.7 million
and $0.1 million for the years ended December 31, 2001 and
2000, respectively. There was no net investment income related
to this contract in 1999.

G, Unrealized Cains and Losses

Unrealized gains and losses on available-for-sale securities, other
securities, and derivative instruments are summarized as follows:

For the Years Ended December 31

(In millions)

Equiry
Fixed Securities
2001 Maturities”  And Other™ Total
Net (depreciation) appreciation,
beginning of year $ 265 $ 213 $ (5.2)
Net appreciation (depreciation) on
available-for-sale securities and
derivative instruments 96.9 (25.5) 71.4
Net depreciation from the effect on
deferred policy acquisicion costs
and on policy liabilities (19.7) — (19.7)
(Provision) benefit for deferred
federal income taxes (27.0) 8.9 (18.1)
50.2 (16.6) 33.6
Net appreciation, end of year $ 237 $ 47 8 284
2000
Net (depreciation) appreciation,
beginning of year $ 97.00 $ 217 $ (75.3)
Net appreciation {(depreciation) on
available-for-sale securities 144.6 (0.6) 144.0
Net depreciation from the effect on
deferred policy acquisition costs
and on policy liabilities (36.1) — (36.1)
{Provision) benefit for deferred
federal income taxes (38.0) 0.2 (37.8)
70.5 0.4) 70.1
Net (depreciation) appreciation,
end of year $ 265 $§ 213 $ (5.2

1999

Net appreciation, beginning of year § 819 § 98.6 $ 180.5
Net depreciation on

available-for-sale securicies (332.7) (119.6) (472.3)
Net appreciation from the effect on

deferred policy acquisition costs

and on policy liabilities 78.5 — 78.5
Benefit for deferred federal

income taxes 95.3 42.7 138.0

(178.9) (76.9)  (255.8)

Net (depreciation) appreciation,

end of year $ 97.00) $ 217 § (75.3)

(1} Includes net appreciation on devivative instruments of §1.4 million in 2001. Balances at
December 31, 2001 and 2000 include ner depreciation from derivative instruments of $45.1

million and $46.5 million, respectively,

(2) Includes ner appreciation (depreciation) on other investments of $0.5 million, $1.8 million, and
8(5.1) million in 2001, 2000 and 1999, respectively.

K. Other

At December 31, 2001 and 2000, AFC had no concentration of
investments in a single investee exceeding 10% of shareholders’

equity.

S.

=

Investment Income and Gains and Losses

A. Net Invesiment [ncome

The components of net investment income were as follows:

For the Years Ended December 31 2001 2000 1999
(In millions)
Fixed maturities $614.0 $564.6 $561.9
Mortgage loans 42.7 52.1 56.1
Equity securities 2.3 2.0 2.4
Policy loans 27.1 26.1 24.5
Derivative instruments (48.0) (5.6) (6.7)
Other long-term investments 16.5 7.2 13.4
Short-term investments 17.3 14.5 33.6
Gross investment income 6719 660.9 685.2
Less investment expenses (16.7) (15.4) (15.7)
Net investment income $655.2  $645.5 $669.5




The Company had fixed maturities with a carrying value of $9.8
million and $7.5 million on non-accrual status at December 31,
2001 and 2000, respectively. There were no mortgage loans on
non-accrual status at December 31, 2001 and 2000. The effect
of non-accruals, compared with amounts that would have been
recognized in accordance with the original terms of the invest-
ments, was a reduction in net investment income of $11.3 mil-
lion in 2001, and $3.6 million in 2000, and $2.0 million in
1999.

The payment terms of mortgage loans may from time to
time be restructured or modified. There wete no restructured
mortgage loans remaining at December 31, 2001. The invest-
ment in restructured mortgage loans, based on amortized cost,
amounted to $3.8 million at December 31, 2000. Interest
income on restructured mortgage loans that would have been
recorded in accordance with the original terms of such loans
amounted to $1.7 million and $2.5 million in 2000 and 1999,
respectively. Actual interest income on these loans included in
net investment income aggregated $1.4 million and $1.8 mil-
lion in 2000 and 1999, respectively.

There were no mortgage loans which were non-income pro-
ducing at December 31, 2001 and 2000. There were, however,
fixed maturities with a carrying value of $2.9 million and $3.8
million at December 31, 2001 and 2000, respectively, which
were non-income producing during 2001 and 2000.

Included in other long-term investments is income from
limited partnerships of $9.4 million, $7.8 million, and $7.2
million in 2001, 2000, and 1999, respectively.

B. Nel Realized Investment Gains and Losses

Realized (losses) gains on investments were as follows:

For the Years Ended December 31 2001 2000 1999

(In millions)

Fixed marurities $(121.1) $(151.7) $(63.2)
Mortgage loans 10.7 1.3 2.5
Equity securities 284 3.8 141.8
Derivative instruments (32.9) 31 0.2)
Other long-term investments (9.0) 2.8 9.5
Net realized investment (losses) gains $(123.9) $(140.7) $ 904

The proceeds from voluntary sales of available-for-sale securities
and the gross realized gains and gross realized losses on those
sales were as follows:

For the Years Ended December 31

(In millions)

Proceeds from Gross Gross
2001 Voluntary Sales Gains Losses
Fixed maturities $2,165.7 $114.3  $57.5
Equity securities $ 401 $ 300 § —
2000
Fixed maturities $1,997.0 $ 11.0  $995
Equity securities $ 131 $ 40 802
1999
Fixed macturities $1,950.6 $ 215 $39.3
Equity securities $ 420.1 $1494 $7.6

The Company recognized losses of $185.3 million, $66.1 mil-
lion and $46.6 million in 2001, 2000 and 1999, respectively,
related to other-than-temporary impairments of fixed maturi-
ties and other securities.

C. Other Comprehensive Income (Loss) Reconciliation

The following table provides a reconciliation of gross unrealized
(losses) gains to the net balance shown in the Statements of
Comprehensive Income:

For the Years Ended December 31 2001 2000 1999

(I millions)

Untealized (depreciation) appreciation
on available-for sale securities:
Unrealized holding losses arising
during period, (net of tax benefit of
$18.3 million, $12.9 million and
$108.0 million in 2001, 2000 and
1999, respectively)
Less: reclassification adjustment for

$(34.0) $(24.1) $(200.0)
(losses) gains included in net income

(net of taxes (benefit) of $35.9 million,

$(50.7) million and $30.0 million in

2001, 2000 and 1999, respectively)

Total available-for-sale securities

(66.7)
32.7

(94.2)
70.1

55.8
(255.8)

Unrealized depreciation on derivative
instruments:
Unrealized holding losses arising
during period, (net of tax benefit of
$63.4 million in 2001)

Less: reclassification adjusement for

(117.7) — —

losses included in net income
(net of tax benefit of $63.9 million
in 2001) (118.6) — —

Total derivative instruments 0.9 — —

Net unrealized appreciation

$33.6 $70.1 $(255.8)

(depreciation) on investments

€3
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Fair Value Disclosures of Financial Instruments

Statement of Financial Accounting Standards No. 107,
Disclosures about Fair Value of Financial Instruments, requires dis-
closure of fair value information about certain financial instru-
ments (insurance contracts, real estate, goodwill and taxes are
excluded) for which it is practicable to estimate such values,
whether or not these instruments are included in the balance
sheet. The fair values presented for certain financial instruments
are estimates which, in many cases, may differ significantly
from the amounts which could be realized upon immediate lig-
uidation. In cases where market prices are not available, esti-
mates of fair value are based on discounted cash flow analyses
which utilize current interest rates for similar financial instru-
ments which have comparable terms and credit quality. Prior to
the implementation of Statement No. 133 on January 1, 2001,
the Company included swap contracts used to hedge fixed
macurities in the fair value of fixed maturities. The fair value of
fixed maturities below included swap contracts with a fair value
of $(47.7) million at December 31, 2000. At December 31,
2001, these swap contracts are reflected in other assets and
expenses and taxes payable in the Consolidated Balance Sheets
at fair value.

The following methods and assumptions were used to esti-
mate the fair value of each class of financial instruments:

Cash and Cash Equivalents
For these short-term investments, the carrying amount approx-
imates fair value.

Fixed Maturities

Fair values are based on quoted market prices, if available. If a
quoted markert price is not available, fair values are estimated
using independent pricing sources or internally developed pric-
ing models using discounted cash flow analyses.

Equiry Securities

Fair values are based on quoted market prices, if available. If a
quoted market price is not available, fair values are estimated
using independent pricing sources or internally developed pric-
ing models.

Mortgage Loans

Fair values are estimated by discounting the future contractual
cash flows using the current rates at which similar loans would
be made to borrowers with similar credit ratings. The fair value
of below investment grade mortgage loans are limited to the
lesser of the present value of the cash flows or book value.
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Policy Loans

The carrying amount reported in the Consolidated Balance
Sheets approximates fair value since policy loans have no defined
maturity dates and are inseparable from the insurance contracts.

Derivative Instruments
Fair values are estimated using independent pricing sources.

Company Owned Life Insuvance

Fair values are based on the current cash surrender value of the
policy. This value is dependent on the fair value of the underly-
ing securities which is based on quoted market prices, if avail-
able. If 2 quoted market price is not available, fair values are
estimated using independent pricing sources or internally
developed pricing models.

Investment Contracts (Without Mortality Features)

Fair values for the Company’s liabilities under guaranteed
investment type contracts are estimated using discounted cash
flow calculations using current interest rates for similar con-
tracts with maturities consistent with those remaining for the
contracts being valued. Liabilities under supplemental contracts
without life contingencies are estimated based on current fund
balances and other individual contract funds represent the pres-
ent value of future policy benefits. Other liabilities are based on
current surrender values.

Trust Instruments Supported by Funding Obligations

Fair values are estimated using discounted cash flow calcula-
tions using current interest rates for similar contracts with
maturities consistent with those remaining for the contracts
being valued.

Debt

The carrying value of short-term debt reported in the
Consolidated Balance Sheets approximates fair value. The fair
value of long-term debt was estimated using market quotes,
when available, and when not available, discounted cash flow
analyses.

Mandatorily Redeemable Preferred Securities of a Subsidiary Trust
Holding Solely Junior Subordinated Debentures of the Company

Fair values are based on quoted market prices, if available. If a
quoted market price is not available, fair values are estimated
using independent pricing sources.




The estimated fair values of the financial instruments were as follows:

December 31 2001 2000

(tn millions)

Carrying Fatr Carrying Farr
Vialue Value Vialue Value
Financial Assets

Cash and cash equivalents $ 3502 $ 350.2 $ 2811 § 2811
Fixed maturities 9,401.7 9,401.7 8,1180 $8,118.0
Equity securities 62.1 62.1 85.5 85.5
Mortgage loans 321.6 335.1 617.6 640.4
Policy loans 379.6 379.6 381.3 381.3
Derivative instruments 73.3 73.3 88.7 88.7
Company owned life insurance 67.3 67.3 65.6 65.6

$10,655.8 $10,669.3  $9,637.8  $9,660.6

Financial Liabilities

Guaranteed investment contracts $1,171.1  $1,174.1 $1,636.5 $1,663.3
Derivative instruments 180.3 180.3 11.8 11.8
Supplemental contracts without life contingencies 57.3 57.3 40.7 40.7
Dividend accumulations 88.8 88.8 88.5 88.5
Other individual contract deposit funds 50.4 50.4 45.0 44.9
Other group contract deposit funds 2134 2124 323.1 319.0
Individual fixed annuity contracts 1,686.2 1,621.3 1,026.1 991.7
Trust instruments supported by funding obligations 1,518.6 1,534.0 621.5 620.5
Short-term debt 83.3 83.3 56.6 56.6
Long-term debt 199.5 204.4 199.5 194.7
Mandatorily redeemable preferred securities of a subsidiary trust holding

solely junior subordinated debentures of the Company 300.0 286.0 300.0 280.2

$5,548.9 $5,492.3 $4,349.3  $4,311.9
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Closed Block

Summarized financial information of the Closed Block as of
December 31, 2001 and 2000 and for the periods ended
December 31, 2001, 2000 and 1999 is as follows:

December 31 2001 2000

(In millions)

Assets
Fixed maturities, at fair value (amortized
cost of $498.1 and $400.3, respectively) $504.2  $397.5
Mortgage loans 55.7 144.9
Policy loans 182.1 191.7
Cash and cash equivalents 9.2 1.9
Accrued investment income 14.6 14.6
Deferred policy acquisition costs 10.4 11.0
Other assets 6.2 6.4
Total assets $782.4 $768.0
Liabilities
Policy liabilities and accruals $798.2  $808.9
Policyholder dividends 30.7 20.0
Other liabilities 7.0 0.8
Total liabilities $835.9  $829.7

Excess of Closed Block liabilities over

assets designated to the Closed Block $ 535 $ 617
Amounts included in accumulated other

comprehensive income:
Net unrealized investment losses, net of

deferred federal income tax benefit of

$8.8 million and $1.3 million, respectively (16.4) (2.5)
Maximum future earnings to be recognized
from Closed Block assets and liabilities $ 37.1 $ 59.2
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For the Years Ended December 31 2001 2000 1999

(In miltions)

Revenues

Premiums and other income $ 47.2 $ 499 § 521

Net investment income 54.1 53.6 53.8

Realized investment losses 2.2) (5.4) 0.6)
Total revenues 99.1 98.1 105.3
Benefits and expenses

Policy benefits 83.1 89.5 88.9

Policy acquisition expenses 0.6 2.1 25

Other operating expenses — 0.2 0.1
Total benefits and expenses 83.7 91.8 91.5
Contribution from the Closed Block $ 154 ¢ 63 $ 138
Cash flows

Cash flows from operating activities:
Contribution from the Closed

Block $ 154 $ 63 § 138
Change in:
Deferred policy acquisition costs 0.6 2.1 2.5
Policy liabilities and accruals (12.3) (12.0) (13.1)
Other assets 2.1 5.3 (8.2)
Expenses and taxes payable 0.2) (10.1) (2.9)
Other, net 2.5 5.3 0.8
Net cash provided by (used in)
operating activities 8.1 3.1) (7.1)
Cash flows from investing activities:
Sales, maturities and
repayments of investments : 136.8 133.3 139.0
Purchases of investments (147.2) (160.3) (128.5)
Other, net 9.6 9.4 9.8
Net cash (used in) provided by
investing activities 0.8) (17.6) 20.3
Net increase (decrease) in cash and
cash equivalents 7.3 20.7) 13.2
Cash and cash equivalents,
beginning of year 1.9 22.6 9.4
Cash and cash equivalents,
end of year $§ 92 % 19 §$ 226

There were no reserves on mortgage loans at December 31,
2001 and 2000.

Many expenses related to Closed Block operations are
charged to operations outside the Closed Block; accordingly, the
contribution from the Closed Block does not represent the actu-
al profitability of the Closed Block operations. Operating costs
and expenses outside of the Closed Block are, therefore, dispro-
portionate to the business outside the Closed Block.
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Debt

9.

—

Federal income Taxes

Short and long-term debt consisted of the following:

December 31 2001 2000
(In millions)
Short-term

Commercial paper $ 833 $ 566
Long-term

Senior Debentures (unsecured) $199.5  $199.5

AFC issues commercial paper primarily to manage imbalances
between operating cash flows and existing commitments pri-
marily in its premium financing business which is part of che
Risk Management segment. Commercial paper borrowing
arrangements are supported by a credit agreement. At
December 31, 2001, the weighted average interest rate for out-
standing commercial paper was approximately 2.82%.

At December 31, 2001, the Company had $215.0 million
available for borrowing under a committed syndicated credit
agreement which expites on May 24, 2002. Borrowings under
this agreement are unsecured and incur interest at a rate per
annum equal to, at the Company’s option, a designated base rate
or the eurodollar rate plus applicable margin.

Senior Debentures of the Company have a $200.0 million
face value, pay interest semiannually at a rate of 7 5/8%, and
mature on October 16, 2025. The Senior Debentures are subject
to certain restrictive covenants, including limitations on
issuance of or disposition of stock of restricted subsidiaries and
limitations on liens. The Company is in compliance with all
covenants.

Interest expense was $19.5 million, $21.4 millien and
$22.0 million in 2001, 2000 and 1999, respectively. Interest
expense included $15.3 million related to the Company’s Senior
Debentures for each year. Interest expense related to borrowings
under the credit agreements were approximately $0.1 million
and $1.0 million in 2000 and 1999, respectively. In 2001, there
was no interest expense related to credit agreements. All inter-
est expense is recorded in other operating expenses.

Provisions for federal income taxes have been calculated in
accordance with the provisions of Statement No. 109. A sum-
mary of the federal income tax (benefit) expense in the
Consolidated Statements of Income is shown below:

For the Years Ended December 31 2001 2000 1999
(In millions)
Federal income tax (benefit) expense
Current $(124) ¢ 12 $ 88.1
Deferred (63.1) 1.5 18.8
Total $(75.5) 8 2.7 $106.9

The federal income taxes attributable to the consolidated results
of operations are different from the amounts determined by
multiplying income before federal income taxes by the statuto-
ry federal income tax rate. The soutces of the difference and the
tax effects of each were as follows:

For the Years Ended December 31 2001

2000 1999

(In millions)

Expected federal income tax expense $(20.8) § 765 $163.8
Tax-exempt interest (30.3) (33.2) (37.4)
Dividend received deduction (12.6) (10.8) (3.8)
Changes in tax reserve estimates for

prior years’ dividend received
deduction — (13.3) —
Changes in other tax reserve
estimates (1.4) (7.5%) 8.7)
Tax credits (10.8) (10.3) (8.5)
Other, net 0.4 1.3 1.5
Federal income tax expense $(755) $ 2.7 $106.9
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The deferred income tax (asset) liabilicy represents the tax
effeces of temporary differences attribucable to the Company’s
consolidated federal tax return group. Its components were as
follows:

December 31 2001 2000

(In millions)

Deferred tax (assets) liabilities
Tax credit carryforwards $(105.3) 8 (66.5)
Insurance reserves (381.6)  (428.3)
Deferred acquisition costs 518.7 480.1
Employee benefit plans (72.7) (51.8)
Investments, net (38.0) (19.2)
Discontinued operations (14.2) (11.9)
Bad debt reserve 3.0 (2.5)
Litigation reserves (3.3) (8.0)
Software capitalization 23.7 224
Loss carryforwards (94.4) (2.5)
Other, net 2.0 (15.6)

Deferred tax asset, net $(168.1) $(103.8)

Gross deferred income tax assets totaled approximately $1.9 bil-
lion and $1.3 billion at December 31, 2001 and 2000, respec-
tively. Gross deferred income tax liabilities totaled approxi-
mately $1.7 billion and $1.2 billion at December 31, 2001 and
2000, respectively.

The Company believes, based on its recent earnings history
and its future expectations, that the Company’s taxable income
in future years will be sufficient to realize all deferred tax assets.
In determining the adequacy of future income, the Company
considered the future reversal of its existing temporary differ-
ences and available tax planning strategies that could be imple-
mented, if necessary. At December 31, 2001, there are available
alternative minimum tax credit carryforwards and low income
housing credit carryforwards of $63.2 million and $38.5 mil-
lion, respectively. The alternative minimum tax credit carryfor-
wards have no expiration date, whereas the low income housing
credit carryforwards will expire beginning in 2018.

The Company’s federal income tax returns are routinely
audited by the IRS, and provisions are routinely made in the
financial statements in anticipation of the results of these audits.
The IRS has examined the FAFLIC/AFLIAC consolidated
group’s federal income tax returns through 1994. The IRS has
also examined the former Allmerica Property and Casualty
Companies, Inc. (“Allmerica P&C”) consolidated group's feder-
al income tax returns through 1994. The Company has appealed
certain adjustments proposed by the IRS with respect to the
federal income tax returns for 1992, 1993 and 1994 for the
FAFLIC/AFLIAC consolidated group. Also, certain adjustments
proposed by the IRS with respect to FAFLIC/AFLIAC's federal
income tax returns for 1982 and 1983 remain unresolved. In the
Company’s opinion, adequate tax liabilities have been estab-
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lished for all years. However, the amount of these tax liabilities
could be revised in the near term if estimates of the Company’s
ulcimate liability are revised.

I10.
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Pension Plans

AFC provides retirement benefits to substantially all of its
employees under defined benefit pension plans. These plans are
based on a defined benefit cash balance formula, whereby the
Company annually provides an allocation to each eligible
employee based on a percentage of that employee’s salary, simi-
lar to a defined contribution plan arrangement. The 2001 allo-
cation was based on 5.0%, and the 2000 and 1999 allocations
were based on 7.0% of each eligible employee’s salary. In addi-
tion to the cash balance allocation, certain transition group
employees, who have met specified age and service requirements
as of December 31, 1994, are eligible for a grandfachered bene-
fit based primarily on the employees’ years of service and com-
pensation during their highest five consecutive plan years of
employment. The Company’s policy for the plans is to fund at
least the minimum amount required by the Employee
Retirement Income Security Act of 1974.
Components of net periodic pension cost were as follows:

For the Years Ended December 31 2001 2000 1999
(In millions)
Service cost — benefits earned

during the year $147 $185 $193
Interest cost 30.9 28.6 26.5
Expected return on plan assets (39.6) (43.1) (389
Recognized net actuarial gain (0.4) (11.2) (0.4)
Amortization of transition asset (2.2) (2.2) (2.3)
Amortization of prior service cost 3.1) (3.1) (3.3)
Net periodic pension cost (benefit) $ 03 $(125) $ 09

The following table summarizes the status of the plans. At
December 31, 2001 and 2000, the projected benefit obligations
exceeded the plans’ assets. During the fourth quarter of 2001,
the Company recorded a $64.8 million increase in its minimum
pension liability related to its qualified pension plan. This is
reflected as a adjustment to accumulated other comprehensive
income in accordance with Financial Accounting Standards No.
130, Reporting Comprebensive Income and primarily reflects the
difference between the present value of accumulated benefit
obligations and the market value of assets funding the plan.
This liability resulted primarily from a decrease in the market
value of assets held by the plan due to a general decline in the
equity markets.




December 31 2001 2000
(In millions)

Change in benefit obligations:

Projected benefit obligation at beginning of year $ 450.9 $392.7
Service cost — benefits earned during the year 14.7 18.5
Interest cost 30.9 28.6
Actuarial losses (gains) 12.4 37.7
Benefits paid (25.7) (26.6)
Projected benefit obligation at end of year 483.2 450.9
Change in plan assets:

Fair value of plan assets at beginning of year 441.5 470.6
Actual return on plan assets (51.5) (2.3)
Benefits paid 25.7) (26.6)
Fair value of plan assets at end of yeat 364.3 441.5
Funded status of the plan (118.9) (9.4)
Unrecognized transition obligation (17.2) (19.4)
Unamortized prior service cost (1.7) (8.9)
Unrecognized net actuarial gains 27.6 (6.4)
Net pension liability $(110.2) $44.1)

As a result of the Company’s merger with Allmerica P&C, cer-
tain pension liabilities were reduced to reflect their fair value as
of the merger date. These pension liabilities were reduced by
$6.1 million and $7.5 million in 2001 and 2000, respectively,
which reflects fair value, net of applicable amortization.

Determination of the projected benefit obligations was
based on weighted average discount rates of 6.88% and 7.25%
in 2001 and 2000, respectively, and the assumed long-term rate
of return on plan assets was 9.5% in 2001 and 2000. The actu-
arial present value of the projected benefit obligations was
determined using assumed rates of increase in future compensa-
tion levels of 4.0% in 2001 and levels ranging from 5.0% to
5.5% in 2000. Plan assets are invested primarily in various sep-
arate accounts and the general account of FAFLIC. Plan assets
also include 796,462 shares of AFC common stock at December
31, 2001 and 2000 with a market value of $35.5 million and
$57.7 million at December 31, 2001 and 2000, respectively.

The Company has a defined contribution 401 (k) plan for its
employees, whereby the Company matches employee elective
401(k) contributions, up to a maximum percentage determined
annually by the Board of Directors. During 2001, 2000 and
1999, the Company matched 50% of employees’ contributions
up to 6.0% of eligible compensation. The total expense related
to this plan was $5.7 million, $6.1 million and $5.9 million in
2001, 2000 and 1999, respectively. In addition to this plan, the
Company has a defined contribution plan for substantially all of
its agents. The Plan expense in 2001, 2000 and 1999 was $3.3
million, $3.2 million and $3.1 million, respectively.

11.
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Other Postretirement Benefit Pians

In addition to the Company’s pension plans, the Company cur-
rently provides postretirement medical and death benefits to
certain full-time employees, agents, retirees and their depend-
ents, under a plan sponsored by FAFLIC. Generally, employees
become eligible at age 55 with at least 15 years of setvice.
Spousal coverage is generally provided for up to two years after
death of the retiree. Benefits include hospital, major medical
and a payment at death equal to retirees’ final compensation up
to certain limits. Effective January 1, 1996, the Company
revised these benefits so as to establish limits on future benefit
payments and to restrict eligibility to current employees. The
medical plans have varying copayments and deductibles,
depending on the plan. These plans are unfunded.

The plans’ funded status reconciled with amounts recognized
in the Company’s Consolidated Balance Sheets were as follows:

December 31 2001 2000
(In millions)
Change in benefit obligations:
Accumulated postretirement benefit obligation

at beginning of year $755 $66.8
Service cost 2.3 1.9
Interest cost 49 4.9
Actuarial (gains) losses (1.2) 5.6
Benefits paid (4.3) (3.7)
Accumulated postretirement benefit obligation

at end of year 77.2 75.5
Fair value of plan assets at end of year — —
Funded status of the plan (77.2)  (75.5)
Unamortized prior service cost (5.4) (7.6)
Unrecognized net actuarial gains (8.4) (7.7)
Accumulated postretirement benefit costs $(91.0) $(90.8)

The components of net periodic postretirement benefit cost
were as follows:

For the Years Ended December 31 2001 2000 1999
(In millions)
Service cost $23 $19 §$29

Intetest cost 4.9 4.9 4.6

Recognized net actuarial (gain) loss 0.4 (0.5 0.1
Amortization of prior service cost (2.2) 2.2) (2.3)
Net periodic postretirement benefit cost $46 $41 853




As a resule of the Company’s merger with Allmerica P&C, cer-
tain postretirement liabilities were reduced to reflect their fair
value as of the merger date. These postretirement liabilities
were reduced by $3.2 million and $3.9 million in 2001 and
2000, respectively, which reflects fair value, net of applicable
amortization.

For purposes of measuring the accumulated postretirement
benefit obligation at December 31, 2001, health care costs were
assumed to increase 10.0% in 2002, declining thereafter until
the ultimate rate of 5.0% is reached in 2010 and remains at that
level chereafter. The health care cost trend rate assumption has
a significant effect on the amounts reported. For example,
increasing the assumed health care cost trend rates by one per-
centage point in each year would increase the accumulated
postretirement benefit obligation at December 31, 2001 by
$4.6 million, and the aggregate of the service and interest cost
components of net periodic postretirement benefit expense for
2001 by $0.6 million. Conversely, decreasing the assumed
health care cost trend rates by one petcentage point in each year
would decrease the accumulated postretirement benefit obliga-
tion at December 31, 2001 by $4.0 million, and the aggregate
of the service and interest cost components of net periodic
postretirement benefit expense for 2001 by $0.5 million.

The weighted-average discount rate used in determining
the accumulated postretirement benefit obligation was 6.88%
and 7.25% at December 31, 2001 and 2000, respectively. In
addition, the actuarial present value of the accumulated postre-
tirement benefit obligation was determined using an assumed
rate of increase in future compensation levels of 4.0% for

FAFLIC agents.

12,
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Stock-Based Compensation Plans

The Company has elected to apply the provisions of APB No.
25 (Accounting Principles Board Opinion No. 25) in account-
ing for its stock-based compensation plans, and thus compensa-
tion cost is not generally required to be recognized for the
Company'’s stock options in the financial statements. Net loss
and loss per share after the pro forma effect of recognizing com-
pensation cost based on an instrument’s fair value at the date of
grant, consistent with Statement No. 123, Accounting for Srock-
Based Compensation (“Statement No. 123”), were $13.2 million
and $0.25 per share — diluted and basic, in 2001. Net income
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and earnings per share was $190.8 million and $3.54 per share
— diluted ($3.58 per share —~ basic) in 2000, and $286.5 million
and $5.17 per share — diluted ($5.21 per share — basic) in 1999
after the effect of Statement No. 123. Since options vest over
several years and additional awards generally are made each year,
the aforementioned pro forma effects are not likely to be repre-
sentative of the effects on reported net income for future years.

In March 2000, the FASB issued FIN 44, which clarifies
the application of APB Opinion No. 25 regarding the definition
of employee, the criteria for determining a noncompensatory
plan, che accounting for changes to the terms of a previously
fixed stock option or award, the accounting for an exchange of
stock compensation awards in a business combination, and other
stock compensation related issues. Costs associated with the
issuance of stock options to certain agents who did not qualify
as an employee as defined in FIN 44 were recognized in 2001
and 2000 and were not material to the results of operations or
financial position of the Company.

Effective June 17, 1996, the Company adopted a Long-
Term Stock Incentive Plan for employees of the Company (the
“Employees’ Plan”). Key employees of the Company and its sub-
sidiaries are eligible for awards pursuant to the Plan adminis-
tered by the Compensation Committee of the Board of Directors
(the “Committee”) of the Company. Under the terms of the
Employees’ Plan, the maximum number of shares authorized for
grants over the life of the Plan is equal to 6,500,836 shares as of
December 31, 2001, increasing annually by 1.25% of the
Company’s outstanding stock. Additionally, the maximum
number of shares available for award in any given year is equal
to 3.25% of the outstanding common stock of the Company at
the beginning of the year, plus any awards authorized but
unused from prior years.

Options may be granted to eligible employees or agents at
a price not less than the market price of the Company’s common
stock on the date of grant. Option shares may be exercised sub-
ject to the terms prescribed by the Committee at the time of
grant, otherwise options vest at the rate of 20% annually for five
consecutive years and must be exercised not later than ten years
from the date of grant.

Stock grants may be awarded to eligible employees at a
price established by the Committee (which may be zero). Under
the Employees’ Plan, stock grants may vest based upon per-
formance criteria ot continued employment. Stock grants which
vest based on performance vest aver a minimum one year peri-
od. Stock grants which vest based on continued employment
vest at the end of a minimum of three consecutive years.




Information on the Company’s stock option plan is summarized below:

(In whole shares and dollars) 2001 2000 1999
Weighted Weighted Weighted
Average Average Average
Options Exercise Price Options Exercise Price Options Exercise Price
Outstanding at beginning of year 3,198,421 $46.94 2,793,779 $46.76 1,746,239 $42.39
Granted 1,286,075 56.74 938,013 45.60 1,286,917 52.39
Exercised 135,175 36.80 256,835 38.73 63,150 37.09
Forfeited 470,611 51.39 276,536 48.16 176,227 29.03
Outstanding at end of year 3,878,710 $49.91 3,198,421 $46.94 2,793,779 $46.76
Options exercisable at end of year 1,306,159 $45.12 816,264 $43.82 546,521 $38.41
No options expired during 2001, 2000, or 1999. The fair value The following significant assumptions were used to detet-

of each option is estimated on the date of grant or date of con-  mine fair value for 2001 options granted and converted:
version using the Black-Scholes option-pricing model. For

options granted through 2001, the exercise price equaled the — Weighd Average Assumprions

. . Jor Options Awarded during 2001 2000 1999

market price of the stock on the grant date. The weighted aver-
age fait value of all options granted in 2001, 2000 and 1999 was  Dividend yield 0.4% 0.5% 0.6%
$19.49 per share, $17.11 per share, and $20.97 per share, Expected volatility 40.16%  37.60%  40.69%
respectively. Risk-free interest rate 1.74% 5.03% 5.70%
Expected lives range (in years) 25t07 25w7 25tw7

The following table summarizes information about employee options outstanding and exercisable at December 31, 2001.

Options Qutstanding Options Curvently Exercisable

Weighted
Average Weighted Weighted
Remaining Average Average
Contractual Exercise Exercise
Range of Exercise Prices Number Lives Price Number Price
$24.50 to $30.66 126,372 4.27  $27.59 126,372  $27.59
$35.375 to $43.10 450,760 554 $35.60 343,700 $35.39
$44.56 to $49.6875 711,766 8.12 $44.73 156,847 $44.85
$50.38 to $55.00 1,329,637 691 $52.26 615,740 $52.31
$55.00 to $59.8125 1,146,375 9.09 $57.05 14,100 $58.36
860.375 to $72.50 ‘ 113,800 7.20  $64.26 51,400 $64.38
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During 2001, 2000 and 1999, the Company granted shares
of nonvested stock to eligible employees, which vest after three
years of continuous employment. During 2001, 2000 and 1999,
the Company also granted shares of nonvested stock to certain
agents, which vest 60% after three years, and 20% per year
thereafter or after three years of continuous service. The follow-
ing table summarizes information about employee and agent
nonvested stock.

Stock Awards 2001 2000 1999
Common stock granted 269,690 190,141 66,710
Weighted average fair value per

share at the date of grant $ 52.08 $ 3801 $ 52.06

The Company recognizes compensation expense related to non-
vested shares over the vesting period on a pro rata basis. As a
result, the Company recognized $7.2 million $5.3 million and
$4.3 million of compensation cost in 2001, 2000 and 1999
respectively.

In October 2000, the Company granted 500,250 stock
appreciation rights to certain employees, payable after
December 31, 2001. These rights provided for stock or cash
awards to participants based upon the appreciation, if any, of the
Company’s stock from October 2, 2000 through December 31,
2001, the vesting period. Compensation costs associated with
these rights was recorded over the vesting period and was $(0.7)
million and $0.7 million in 2001 and 2000, respectively.

13.
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Earnings Per Share

The following table provides share information used in the cal-
culation of the Company’s basic and diluted earnings per share:

December 31, 2001 2000 1999
(In millions, except per share data)
Basic shares used in the calculation
of earnings per share 52.7 53.3 55.0
Dilutive effect of securities:
Employee stock options 0.2 0.4 0.3
Non-vested stock grants 0.2 0.3 0.2
Diluted shares used in the calculation
of earnings per share 53.1 54.0  55.5
Per share effect of dilutive securities
on income from continuing operations
before cumulative effect of change in
accounting principle $ — 3005 $0.06
Per share effect of dilutive securities
on net (loss) income $ — $0.05 $0.05
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Options to purchase 3.4 million shares and 0.7 million
shares of common stock were outstanding during 2001 and
1999, respectively, but were not included in the computation of
diluted earnings per share because the option’s exercise prices
were greater than the average market price of the common
shares and, therefore, the effecc would be antidilutive. In 2000,
all options to purchase shares of common stock were included in
the computation of diluted earnings per share.
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Dividend Restrictions

Massachusetts, Delaware, New Hampshire and Michigan have
enacted laws governing the payment of dividends to stockhold-
ers by insurers. These laws affect the dividend paying ability of
FAFLIC, AFLIAC, Hanover and Citizens, respectively.

Massachusetts’ statute limits cthe dividends an insurer may
pay in any twelve month period, without the prior permission
of the Commonwealth of Massachusetts Insurance Commis-
sioner, to the greater of (i) 10% of its statutory policyholder sur-
plus as of the preceding December 31 or (ii) the individual com-
pany’s statutory net gain from operations for the preceding cal-
endar year (if such insurer is a life company), or its net income
for the preceding calendar year (if such insurer is not a life com-
pany). In addition, under Massachusetts law, no domestic insur-
er may pay a dividend or make any distribution to its share-
holders from other than unassigned funds unless the
Commissioner has approved such dividend or distribution. As of
July 1, 1999, FAFLIC’s ownership of Allmerica P&C, as well as
several non-insurance subsidiaries, was transferred from FAFLIC
to AFC. Under an agreement with the Commonwealch of
Massachusetts Insurance Commissioner, any dividend from
FAFLIC to AFC through 2001 would have required the prior
approval of the Commissioner. In addition, the agreement
requires that FAFLIC maintain certain surplus levels through
2005. Accordingly, no dividends were declared by FAFLIC to
AFC during 2001, 2000, or 1999. FAFLIC cannot pay divi-
dends to AFC without prior approval from the Commissioner
during 2002.

Pursuant to Delaware’s statute, the maximum amount of
dividends and other distributions that an insurer may pay in any
twelve month period, without the prior approval of the
Delaware Commissioner of Insurance, is limited to the greater
of (i) 10% of its policyholders’ surplus as of the preceding
December 31 or (ii) the individual company’s statutory net gain
from operations for the preceding calendar year (if such insurer
is a life company) or its net income (not including realized cap-
ital gains) for the preceding calendar year (if such insurer is not
a life company). Any dividends to be paid by an insurer, whether
or not in excess of the aforementioned threshold, from a source
other than statutory earned surplus would also require the prior




approval of the Delaware Commissioner of Insurance. No divi-
dends were declared by AFLIAC to FAFLIC during 2001, 2000,
or 1999. During 2002, AFLIAC cannot pay dividends to
FAFLIC without prior approval.

Pursuant to New Hampshire’s statute, the maximum divi-
dends and other distributions that an insurer may pay in any
twelve month period, without prior approval of the New
Hampshire Insurance Commissioner, is limited to 10% of such
insuter’s statutory policyholder surplus as of the preceding
December 31. Hanover declared dividends to Allmerica Asset
Management, Inc. (‘“AAM”) totaling $100.0 million in 2001
and dividends to Allmerica P&C totaling $108.0 million and
$350.0 million during 2000 and 1999, respectively. The 1999
dividend included an extraordinary dividend totaling $225.0
million, which was approved by the Commissioner. Prior to
April 2002, Hanover can declare no dividends to AAM without
prior approval of the New Hampshire Insurance Commissioner.
The allowable dividend without prior approval will increase to
$92.2 million on April 8, 2002.

Pursuant to Michigan’s statute, the maximum dividends
and other distributions that an insurer may pay in any twelve
month period, without prior approval of the Michigan
Insurance Commissioner, is limited to the greater of 10% of
policyholders” surplus as of December 31 of the immediately
preceding year or the statutory net income less realized gains,
for the immediately preceding calendar year. Citizens declared
dividends to Hanover totaling $50.0 million in 2001 and divi-
dends to Citizens Corporation totaling $55.0 million and
$200.0 million in 2000 and 1999, respectively. The 1999 divi-
dend included an extraordinary dividend totaling $200.0 mil-
lion, which was approved by the Commissioner. Prior to April
2002, Citizens can declare no dividends to Hanover without
prior approval of the Michigan Insurance Commissioner. The
allowable dividend without prior approval will increase to
approximately $48.3 million on April 8, 2002.

Segment information

The Company offers financial products and services in two
major areas: Risk Management and Assec Accumulation.
Within these broad areas, the Company conducts business prin-
cipally in three operating segments. These segments are Risk
Management, Allmerica Financial Services, and Allmerica Asset
Management. In accordance with Statement of Financial
Accounting Standards No. 131, Disclosures About Segments of an
Enterprise and Related Information, the separate financial informa-
tion of each segment is presented consistent with the way
results are regularly evaluated by the chief operating decision
maker in deciding how to allocate resources and in assessing

performance. A summary of the Company’s reportable segments
is included below.

The Risk Management Segment manages its products
through three distribution channels identified as Standard
Markets, Sponsored Markets, and Specialty Markets. Standard
Markets sells property and casualty insurance products through
independent agents and brokers primarily in the Northeast,
Midwest and Southeast United States. Sponsored Markets offers
property and casualty products to members of affinity groups,
other organizations and through employers. Speciaity Markets
offers specialty or program property and casualty business
nationwide. In the fourth quarter of 2001, the Company exited
selected property and casualty agencies, policies, groups, and
programs. {(See Note 3 — Significant Transactions.)

The Asset Accumulation group includes two segments:
Allmerica Financial Services and Allmerica Asset Management.
The Allmerica Financial Services segment includes variable
annuities, variable universal life and traditional life insurance
products, as well as group retirement products. Allmerica
Financial Services also includes brokerage and non-institutional
investment advisory services. Through its Allmerica Asset
Management segment, the Company offers its customers the
option of investing in GICs. GICs, also referred to as funding
agreements, are investment contracts which can contain either
short-term or long-term matcurities and are issued to institu-
tional buyers or to various business or charitable trusts. Also,
this segment is a Registered Investment Advisor providing
investment advisory services, primarily to affiliates and to chird
parties, such as money market and other fixed income clients.

In addition to the three operating segments, the Company
has a Corporate segment, which consists primarily of cash,
investments, corporate debt, Capital Securities and corporate
overhead expenses. Corporate overhead expenses reflect costs not
attributable to a particular segment, such as those generated by
certain officers and directors, technology, finance, human
resources and legal.

Management evaluates the results of the aforementioned
segments based on a pte-tax and pre-minority interest basis.
Segment income is determined by adjusting net income for net
realized investment gains and losses, losses on derivative instru-
ments, net gains and losses on disposals of businesses, discon-
tinued operations, extraordinary items, the cumulative effect of
accounting changes and certain other items which management
believes are not indicative of overall operating trends. While
these items may be significant components in understanding
and assessing the Company’s financial performance, manage-
ment believes that the presentation of segment income enhances
understanding of the Company’s results of operations by high-
lighting net income attributable to the normal, recurring oper-
ations of the business. However, segment income should not be
construed as a substitute for net (loss) income determined in
accordance with generally accepted accounting principles.
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Summarized below is financial information with respect to

business segments:

For the Years Ended December 31 2001 2000 1999
(In millions)
Segment revenues:
Risk Management $2,454.8 $2,307.7 $2,189.4
Asset Accumulation
Allmerica Financial Services 826.5 867.2 808.3
Allmerica Asset Management 155.2 149.2 150.5
Subtotal 981.7 1,016.4 958.8
Corporate 6.7 6.3 6.0
Intersegment revenues (7.5) 7.0) (5.9
Total segment revenues 3,435.7 3,323.4 3,148.3
Adjustments to segment revenues:
Net realized (losses) gains (123.9) (140.7) 90.4
Total revenues $3,311.8 $3,182.7 $3,238.7
Segment income (loss) before
federal income taxes and
minority interest:
Risk Management $ 935 § 1900 $ 1996
Asset Accumulation
Allmerica Financial Services 143.0 222.8 205.5
Allmerica Asset Management 20.7 22.5 235
Subtotal 163.7 245.3 229.0
Corporate (63.8) (60.8) (59.3)
Segment income before
income taxes and
minority interest 193.4 374.5 369.3
Adjustments to segment income:
Net realized investment (losses)
gains, net of amortization (121.3) (135.2) 96.8
Losses from selected property
and casualty exited agencies,
policies, groups, and programs (68.3) — —
Losses on derivative instruments (35.2) — —
Voluntary pool environmental
losses (33.0) — —
Restructuring costs (2.7) 20.7) 1.9
Sales practice litigation 7.7 — —
(Loss) income from continuing
operations before federal income
taxes and minority interest $ (59.4) $ 2186 3 468.0
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Decermber 31 2001 2000 2001 2000

(In millions)

Udentifiable Assets Deferred Acquisition Costs

Risk Management § 6,239.8 $ 6,186.6 $ 199.0 § 187.2
Asset Accumulation

Allmerica Financial

Services 21,113.0 23,082.5 1,585.2 1,420.8
Allmerica Asset
Management 2,829.3 2,238.4 — 0.2
Subtotal 23,942.3 25,320.9 1,585.2 1,421.0
Corporate 154.0 80.5 — —
Total $30,336.1 $31,588.0 81,7842 $1,608.2

i6.

Lease Commitments

Rental expenses for operating leases, including those related to
the discontinued operations of the Company, amounted to
$32.7 million, $32.8 million and $33.2 million in 2001, 2000
and 1999, respectively. These expenses relate primarily to build-
ing leases of the Company. At December 31, 2001, future min-
imum rental payments under non-cancelable operating leases
were approximately $69.8 million, payable as follows: 2002 —
$26.1 million; 2003 — $19.7 million; 2004 — $13.9 million;
2005 — $6.9 million; and $3.2 million thereafter. It is expected
that, in the normal course of business, leases that expire may be
renewed ot replaced by leases on other property and equipment;
thus, it is anticipated that future minimum lease commitments
may not be less than the amounts shown for 2002.

17.
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Reinsuramce

In the normal course of business, the Company seeks to reduce
the losses that may arise from catastrophes or other events that
cause unfavorable underwriting results by reinsuring certain
levels of risk in various areas of exposure with other insurance
enterprises or reinsurers. Reinsurance transactions are accounted
for in accordance with the provisions of Statement No. 113,
Accounting and Reporting for Reinsurance of Short-Duration and
Long-Duration Contracts.




Amounts recoverable from reinsurers are estimated in a
manner consistent with the claim liability associated with the
reinsured policy. Reinsurance contracts do not relieve the
Company from its obligations to policyholders. Failure of rein-
surers to honor their obligations could result in losses to the
Company; consequently, allowances are established for amounts
deemed uncollectible. The Company determines the appropri-
ate amount of reinsurance based on evaluation of the risks
accepted and analyses prepared by consuitants and reinsurers
and on market conditions (including the availability and pric-
ing of reinsurance). The Company also believes that the terms of
its reinsurance contracts are consistent with industry practice in
that they contain standard terms with respect to lines of busi-
ness covered, limit and retention, arbitration and occurrence.
Based on its review of its reinsurers’ financial statements and
reputations in the reinsurance marketplace, the Company
believes that its reinsurers are financially sound.

Effective January 1, 1999, the Company entered into a
whole account aggregate excess of loss reinsurance agreement
(See Note 3 — Significant Transactions). The Company is subject
to concentration of risk with respect to this reinsurance agree-
ment. Net premiums earned under this agreement during 2001,
2000 and 1999 for accident year 1999 were $12.1 million,
$25.0 million and 821.9 million, respectively, while net losses
and LAE ceded during 2001, 2000 and 1999 were $15.8 mil-
lion, $34.1 million and $35.0 million, respectively. The effect
of this agreement on the results of operations in future periods
is not currently determinable, as it will be based on future loss-
es and allocated LAE for accident year 1999. In addition, the
Company is subject to concentration of risk with respect to rein-
surance ceded to various residual market mechanisms. As a con-
dition to the ability to conduct certain business in various
states, the Company is required to participate in various resid-
ual market mechanisms and pooling arrangements which
provide various insurance coverages to individuals or other
entities that are otherwise unable to purchase such coverage
voluntarily provided by private insurers. These market mecha-
nisms and pooling arrangements include the Massachusetts
Commonwealth Automobile Reinsurers (“CAR”), the Maine
Workers’ Compensation Residual Market Pool (“MWCRP”)
and the Michigan Catastrophic Claims Association ("MCCA™).
At December 31, 2001, CAR represented 10% or more of the
Company’s reinsurance business. As a servicing catrier in
Massachusetts, the Company cedes a significant portion of its
private passenger and commercial automobile premiums to
CAR. Net premiums earned and losses and loss adjustment
expenses ceded to CAR in 2001, 2000 and 1999 were $34.2
million and $38.0 million, $37.3 million and $44.5 million,

and $42.8 million and $42.6 million, respectively. Additionally,
the Company ceded to MCCA premiums earned and losses and
loss adjustment expenses in 2001, 2000 and 1999 of $7.2 mil-
lion and $44.5 million, $3.7 million and $31.1 million, and
$3.7 million and $75.3 million, respectively.

Because the MCCA is supported by assessments permitted
by statute, and all amounts billed by the Company to CAR,
MWCRP and MCCA have been paid when due, the Company
believes that it has no significant exposure to uncollectible rein-
surance balances.

The effects of reinsurance were as follows:

For the Years Ended December 31 2001 2000 1999
(In millions)
Life and accident and health
insurance premiums:
Direct $ 891 $ 943 $ 1062
Assumed 0.7 0.7 0.7
Ceded (38.2) (41.0) (50.6)
Net premiums $ 516 $ 540 $ 563
Property and casualty premiums
written:
Direct $2,510.6 $2,391.7 $2,179.0
Assumed 52.7 63.5 67.3
Ceded (285.6) (303.6) (270.9)
Net premiums $2,277.7 $2,151.6 $1,9754
Property and casualty premiums
earned:
Direct $2,438.6 $2,297.8 $2,135.0
Assumed 53.5 66.8 73.0
Ceded (293.7) (299.8) (261.7)
Net premiums $2,198.4 $2,064.8 $1,946.3
Life and accident and health
insurance and other individual
policy benefits, claims, losses
and loss adjustment expenses:
Direct 8 463.0 $ 4553 § 4794
Assumed 0.3 0.3 0.1
Ceded (46.1) (35.1) (35.8)
Net policy benefits, claims, losses
and loss adjustment expenses $ 417.2 $ 4205 § 4437
Property and casualty benefits,
claims, losses and loss
adjustment expenses:
Direct $2,026.4 $1,8195 $1,603.8
Assumed 91.4 68.1 61.7
Ceded (281.9) (326.3) (247.6)
Net policy benefits, claims, losses
and loss adjustment expenses $1,835.9 $1561.3 $1,417.9
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Deferred Policy Acquisition Costs

The following refleces the changes to the deferred policy acqui-
sition asset:

discontinued group accident and health business, was $120.5
million, $184.7 million and $265.5 million ar December 31,
2001, 2000 and 1999, respectively. Reinsurance recoverables
related to this business were $343.0 million, $335.9 million
and $335.7 million in 2001, 2000 and 1999, respectively. The
decreases in 2001 and 2000 were primarily atcributable to the
continued run-off of the group accident and health business.
Also, the decrease in 2000 was impacted by the Company’s

For the Years Ended December 31 2001 2000 1999 . . . .
< —  entrance into a reinsurance agreement which provided for the
(In milkions) cession of the Company’s long-term group disability reserves,
Balance at beginning of year $1.6082 $1399.9 $1.179.3 part.ially offset by reserve strengthening in the reinsurance pool
Acquisition expenses deferred 688.8 684.1 613.7 business. . . .
Amortized to expense during The table below provides a reconciliation of the beginning
the year (479.2)  (456.6)  (432.4) and ending property and casualty reserve for unpaid losses and
Adjustment for commission LAE as follows:
buyout program (31.6) — —
Adjustment to equity during For the Years Ended Decensber 31 2001 2000 1999
the year (2.0) (19.2) 39.3 = =
Balance at end of year $1,784.2 $1,608.2 $1,399.9 (L piflion:)
Reserve for losses and LAE,
beginning of year $2,719.1 $2,618.7 $2597.3
During the first quarter of 2001, the Company implemented an [\ rred [osses and LAE, net of
in-force trail commission program on certain annuity business reinsurance recoverable:
previously written by qualifying agents. This program provided Provision for insured events
for the election of a trail commission on in-force business in of current year 1,708.3 1,634.9 1,601.4
exchange for the buyout of deferred commissions. Increase (decrease) in provision
for insured events of prior years 33.6 (87.4) (183.4)
Losses related to selected property
1 9)’ & casualty exited agencies,
= policies, groups & programs 52.9 — —
Losses related to voluntary pool
Liabilities for Quistanding Claims, Losses and Loss environmental claims 33.0 — —_
Adjustment Expenses Total incurred losses and LAE 1,827.8 1,547.5 1,418.0
The Company regularly updates its estimates of liabilities for Pz:;z:;);zt of reinsurance
outstanding claims, losses and loss adjustment expenses as new Losses and LAE attributable to
information becomes available and furcher events occur which insured events of current year 892.8 870.2 861.1
may impact the resolution of unsettled claims for its property Losses and LAE ateributable to
and casualty and its accident and health lines of business. insured events of prior years 780.3 703.8 638.0
Changes in prior estimates are recorded in results of operations  Total payments 1,673.1 1,574.0 1,499.1
in the year such changes are determined to be needed. Change in reinsurance recoverable
The liability for future policy benefits and outstanding on unpaid losses 47.7 126.9 102.5
claims, losses and loss adjustment expenses, net of reinsurance,  Reserve for losses and L AE,
related to the Company’s accident and health business, consist- end of year $2,921.5 $2,719.1 $2,618.7

ing of the Company’s exited individual health business and its
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As part of an ongoing process, the reserves have been re-esti-
mated for all prior accident years and were increased by $107.4
million in 2001 and decreased by $87.4 million and $183.4
million in 2000 and 1999, respectively. Included in 2001 were
increased reserves of $40.8 million related to the exit of select-
ed property and casualty agencies, policies, groups and pro-
grams, and $33.0 million related to voluntary pool environ-
mental claims.

During the year ended December 31, 2001, estimated loss
reserves for claims occurring in prior years developed unfavor-
ably by $72.8 million and LAE reserves developed favorably by
$39.2 million. Favorable development on prior years' loss
reserves and LAE reserves was $25.9 million and $61.5 million,
respectively, in 2000, and $93.1 million and $90.3 million,
respectively, in 1999. The unfavorable loss reserve development
in 2001 is primarily the result of an increase in personal auto-
mobile loss frequency and severity, increased commercial lines
loss severity and additional losses related to fourth quarter 2000
non-catastrophe weather related claims in Michigan. These non-
catastrophe claims primarily affected the personal automobile,
workers’ compensation and commercial multiple peril lines.
The favorable loss reserve development in both 2000 and 1999
is primarily the result of the Company capturing the accumu-
lated benefits of its claim redesign efforts. Favorable develop-
ment on prior years’ LAE reserves in 2001, 2000 and 1999 is
primarily attributable to claims process improvement initiatives
taken by the Company over the past four years. Since 1997, the
Company has lowered claim settlement costs through increased
utilization of in-house attorneys and consolidation of claim
offices. These measures are complete.

Reserves established for current year losses and LAE in
2001 and 2000 consider the factors that resulted in the favor-
able development of prior years’ loss and LAE reserves during
1999 and earlier years. Accordingly, current year reserves are
modestly lower, relative to those initially established for similar
exposures in years prior to 2000.

During the fourth quarter of 2001, the Company recorded
an increase in carried reserves of $52.9 million, net of reinsur-
ance, related to its exit of selected property and casualty agen-
cies, policies, groups and programs. This increase in reserves
reflects the results of an actuarial review of outstanding reserves
related to this business. (See Note 3 — Significant Transactions.)

Although the Company does not specifically underwrite
policies chat include environmental damage and toxic tort lia-

bility, the Company may be required to defend such claims. Loss
and LAE reserves for all direct business written by its property
and casualty companies related to environmental damage and
toxic tort liability, included in the reserve for losses and LAE,
were $26.7 million, $25.4 million and $34.8 million, net of
reinsurance of $13.0 million, $15.9 million and $11.2 million
in 2001, 2000 and 1999, respectively. The Company estimated
its ultimate liability for these claims based upon currencly
known facts, reasonable assumptions where the facts are not
known, current law and methodologies currently available.
Although these outstanding claims are not significant, their
existence gives rise to uncertainty and are discussed because of
the possibility that they may become significant. The Company
believes that, notwithstanding the evolution of case law expand-
ing liability in environmental claims, recorded reserves related
to these claims are adequate. In addition, the Company is not
aware of any litigation or pending claims that may result in
additional material liabilities in excess of recorded reserves. The
environmental liability could be revised in the near term if the
estimates used in determining the liability are revised.

The Company was a participant in a voluntary excess and
casualty reinsurance pool (Excess and Casualty Reinsurance
Association, “ECRA”) from 1950 to 1982. In 1982 the pool was
dissolved and since that time the business has been in runoff.
The Company’s participation in this pool has resulted in an
average loss of $2.5 million annually over the past ten years.
During 2001, the poo! commissioned an independent actuarial
review of the current reserve position, which noted a range of
reserve deficiency primarily as a result of adverse development
of asbestos claims. As a result of this study, the Company
recorded an additional $33.0 million of losses in the fourth
quarter of 2001. This reserving action has been presented as a
separate line item in the Consolidated Statements of Income.
Loss and LAE reserves for assumed reinsurance and pool busi-
ness with environmental damage and toxic tort liability, includ-
ing the aforementioned ECRA reserve adjustment were $39.3
million, $10.6 million, and $12.5 million in 2001, 2000 and
1999, respectively. These reserves relate to pools in which che
Company has terminated its participation, however, the
Company continues to be subject to claims related to years in
which it was a participant. Because of the inherent uncertainty
regarding the types of claims in these pools, there can be no
assurance that these reserves will be sufficient.
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Contingencies

Regulatory and Induslry Developmenis

Unfavorable economic conditions may contribute to an increase
in the number of insurance companies that are under regulato-
ry supervision. This may result in an increase in mandatory
assessments by state guaranty funds, or voluntary payments by
solvent insurance companies to cover losses to policyholders of
insolvent or rehabilitated companies. Mandatory assessments,
which are subject to statutory limits, can be partially recovered
through a reduction in future premium taxes in some states.
The Company is not able to reasonably estimate the potential
impact of any such future assessments or voluntary payments.

Litigation

In 1997, a lawsuit on behalf of a putative class was instituted
against the Company alleging fraud, unfair or deceptive acts,
breach of contract, misrepresentation, and related claims in the
sale of life insurance policies. In November 1998, the Company
and the plaintiffs entered into a settlement agreement and in
May 1999, the Federal District Court in Worcester,
Massachusetts approved the settlement agreement and certified
the class for this purpose. AFC recognized a $31.0 million pre-
tax expense in 1998 related to this litigation. In 2001, the
Company recognized a pre-tax benefit of $7.7 million resulting
from the refinement of cost estimates. Although the Company
believes that it has appropriately recognized its obligation
under the settlement, this estimate may be revised based on the
amount of reimbursement actually tendered by AFC’s insurance
carriers, and based on changes in the Company’s estimate of the
ultimate cost of the benefits to be provided to members of the
class.

The Company has been named a defendant in various other
legal proceedings arising in the normal course of business. In
the Company’s opinion, based on the advice of legal counsel, the
ultimate resolution of these proceedings will not have a materi-
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al effect on the Company’s consolidated financial statements.
However, liabilities related to these proceedings could be estab-
lished in the near term if estimates of the ultimate resolution of
these proceedings are revised.

Residual Markets

The Company is required to participate in residual markets in
various states. The resules of the residual markets are not sub-
ject to the prediceability associated with the Company’s own
managed business, and are significant to the workers’ compen-
sation line of business and both the private passenger and com-
mercial automobile lines of business.

21.

]

Statutery Financial information

The Company’s insurance subsidiaries are required to file annu-
al statements with state regulatory authorities prepared on an
accounting basis prescribed or permitted by such authorities
(statutory basis). Statutory surplus differs from shareholders’
equity reported in accordance with generally accepted account-
ing principles primarily because policy acquisition costs are
expensed when incurred, statutory accounting priciples require
asset valuation and interest maintenance reserves, postretire-
ment benefit costs are based on different assumptions and reflect
a different method of adoption, life insurance reserves are based
on different assumptions and the recognition of deferred tax
assets is based on different recoverability assumptions.
Effective January 1, 2001, the Company’s insurance sub-
sidiaries adopted the National Association of Insurance
Commissionet’s uniform statutory accounting principles, or
Codification, in accordance with requirements prescribed by
state authorities. A cumulative effect of the change in account-
ing principle resulted from the adoption of Codification and was
reflected as an adjustment to surplus in 2001. This adjustment
represents the difference between total capital and surplus as of




January 1, 2001 and the amount total capital and surplus would
have been had the accounting principles been applied retroac-
tively for all prior periods. As of January 1, 2001, the property
and casualty and life and health insurance subsidiaries recorded
cumulative effect adjustments of $82.4 million and $45.0 mil-
lion, respectively. The adjustment reflected by the property and
casualty insurance subsidiaries consisted of an increase in sur-
plus of $141.9 million related to the establishment of deferred
tax assets and reductions in surplus of $59.5 million related to
changes in valuations of other invested assets and non-admitted
assets. The adjustment reflected by the life and health insurance
subsidiaries included an increase in surplus of $49.7 related to
the establishment of deferred tax assets and the change in valu-
ation of pension liabilities. Reductions in surplus reflected by
the life and health insurance subsidiaries totaled $4.7 million
and resulted from the change in valuations of post-employment
benefits and non-admitted assets.
Staturory net (loss) income and surplus are as follows:

2001 2000 1999
In millions
Statutory Net (Loss) Income - Combined
Property and Casualty Companies  $ (7.9) $ 111.8 § 511.6
Life and Health Companies (44.9) (43.6) . 2390
Statutory Sharehoiders’
Surplus - Combined
Property and Casualty Companies $926.1 $1,036.2 $1,089.1
Life and Health Companies 377.9 528.5 590.1

22.

_

Quarterly Results of Operations (Unaudited)

The quarterly results of operations for 2001 and 2000 are sum-
marized below:

For the Three Months Ended

(In millions, except per share data)

2001 March 31 June 30 Sept. 30 Dec. 31
Total revenues $8459 $795.2 $853.0 $817.7
Net income $ 232 % 132 § 31.2 $(70.7)
Net income per share:

Basic $ 044 $ 025 $ 059 $(1.34)
Diluted $ 044 $ 025 $ 059 $(1.33)
Dividends declared per share § — $ — 8§ — $0.25
2000

Total revenues $768.9 $804.0 $815.8 $794.0
Net income $ 302 $ 476 % 625 $ 596
Net income per share:

Basic $ 056 $ 08 $ 118 $ 1.13
Diluted $ 056 $ 088 $ 116 $ 1.11
Dividends declared per share 8§ — $ — § 025 $ —

Note: Due to the use of weighted average shaves outstanding when calculating earnings per common
share, the sum of the quarterly per common share data may not equal the per common share data for
the year.

During the fourth quarter of 2001, the Company recognized
after-tax charges of $44.4 million and $21.5 million related to
the exit of selected property and casualty agencies, policies,
groups and programs, and to voluntary pool environmental loss-
es, respectively. (See Note 19 — Liabilities for Outstanding
Claims, Losses and Loss Adjustment Expenses.) In addition, the
Company recognized losses on derivative inscruments of $24.4
million, net of taxes, in the fourth quarter of 2001, primarily as
a result of hedge ineffectiveness. (See Note 4 — Investments,
Cash Flow Hedges.)

During the fourth quarter of 2000, the Company recorded
an after-tax benefit of approximately $7 million primarily relat-
ed to a change in premium tax rate estimates. In addition, the
Company also recorded a $20.2 million tax benefit from a
change in the estimate of the ultimate realizability of the divi-
dends received deduction associated with the Company’s vari-
able products.

79




Board of Directors

Operating Committee

e S AT A e = Sy e

Michael P. Angelini
Chairman and Partner, Bowditch & Dewey, LLP

E. Gordon Gee ™™

Chancellor, Vanderbilt University

Samuel J. Gerson ™

Chairman, GenuOne, Inc.

Gail L. Harvison ¥
Principal, Powell Tate

Robert P. Henderson ©©™
General Partner,
Greylock Management Corporation

M Howard Jacobson ©™
Sentor Advisor and Consultant,

Bankers Trust Private Bank

Wendell ]. Knox
President and Chief Executive Officer,
Abt Associates

Robert J. Murray @ ‘
Chairman, President and Chief Executive Officer,

New England Business Service, Inc.

Terrence Murvay

Chaitman, FleetBoston Financial Corporation

Jobn E O’Brien
President and Chief Executive Officer,

Allmerica Financial Corporation

Jobn R. Towers ™
Vice Chairman and Chief Administrative Officer,

State Street Corporation

Herbert M. Varnum ©
Former Chairman and Chief Executive Officer,
Quabaug Corporation

(A) Audit Committee
(C) Compensation Committee

(D) Directors Committee

(1} Investment Committee

Bruce C. Anderson

Vice President, Corporate Services

Mark R. Colborn

Vice President, Operations Services

J. Kendall Huber

Vice President and General Counsel

Mark A. Hug
President and Chief Executive Officer,
Allmerica Financial Life Insurance and

Annuity Company

Jobn P. Kavananugh

Vice President and Chief Investmenct Officer

Jobn E O'Brien

President and Chief Executive Officer

Edward J. Parry, 111
Vice President and Chief Financial Officer

Richard M. Reilly

Senior Vice President

Robert P. Restrepo, Jr.
President and Chief Executive Officer,

Allmerica Property and Casualty Companies

Gregory D. Tranter
Vice President and Chief Information Officer




Shareholder Information

Annual Meeling of Shareholders

The management and Board of Directors of Allmerica Financial
Corporation invite you to attend the Company’s Annual Meeting of
Shareholders. The meeting will be held on May 14, 2002, at 9:00 a.m. at
Allmerica Financial, 440 Lincoln Street, Worcester, Massachusetts.

Common Stock and Sharehoclder Ownership Profile

The common stock of Allmerica Financial Corporation is traded on the
New York Stock Exchange under the symbol “AFC.” As of the end of
business on February 28, 2002, the Company had 41,114 shareholders
of record. On the same date, the trading price of the Company’s common
stock closed at $43.48 per share.

Commen Stock Prices and Dividends

2001 High Low Dividends
First Quarter $67.25 $47.63 -
Second Quarter $57.50 $48.01 -
Third Quarter $56.35 $40.62 -
Fourth Quarter $46.10 $38.17 $0.25
2000 High Low Dividends
First Quarter $53.50 $35.31 -
Second Quarter $60.13 $46.31 -
Third Quarter $65.44 £54.00 $0.25
Fourth Quarter $72.50 $58.13 —

Dividends

Allmerica Financial Corporation currently pays an annual cash dividend
of 80.25 per share.

Imsa

Allmerica Financial is proud to be a charter member of the Insurance
Marketplace Standards Association. The Association promotes high

(o)

standards of conduct in the sale and servicing of individual
life insurance and annuity products. Our membership
demonstrates Allmerica’s commitment to the high ethical
standards and practices set forth in IMSA’s Principles of
Ethical Conduct and accompanying Code of Life Insurance
Ethical Market Conduct. Membership in the association
requires the successful completion of rigorous internal and
independent, third party assessments, designed to determine whether
Allmerica’s policies and procedures satisfy IMSA’s principles and codes.

INSURANCE
MARNETPLACE
STANDARDS
ASSCCIATION

Registrar and Steck Transfer Agent
Equiserve, LP

525 Washington Boulevard

Jersey City, NJ 07310

(800) 317-4454

Independent Accountants

PricewaterhouseCoopers LLP
160 Federal Street
Boston, MA 02110

Printed partially on recycled paper.
Design: The Graphic Expression, Inc., New York City
WWW.tgenyc.com

industry Ratings

AM. Standard
Financial Strength Ratings Best & Poor’s Moody's  Fitch
First Allmerica Financial
Life Insurance Company A AA- Al AA
Allmerica Financial
Life Insurance and
Annuity Company A AA- Al AA
The Hanover Insurance
Company A AA- Al -
Citizens Insurance
Company of America A - - -
AM. Standard
Debr Ratings Best & Poor’s " Moody's Fitch

Allmerica Financial
Corporation Senior Debt a- A- A3 A+
Allmerica Financial

Corporation Capital Securities bbb+ BBB Baal A

Allmerica Financial
Corporation Short Term Debt  AMB-1 A2 P2 F1
First Allmerica Financial

Life Insurance Company

Short Term Debt -

First Allmerica Financial

Al+ - -

Life Insurance Company
Short Term Insurance

Financial Strength Rating - Al+ Pl -

Toll-free Investor Information Line

Call our toll-free investor information line, (800) 407-5222, to receive
additional printed information, including Form 10-Ks or quarterly reports
on Form 10-Q filed with the Securities and Exchange Commission, fax-on-
demand services, access to shareholder services, prerecorded messages and
other services. Alternatively, investors may address questions to:

Henry P. St. Cyr, CFA, Vice President, Investor Relations
Allmerica Financial Corporation

440 Lincoln Street, Worcester, MA 01653

tel: (508) 855-2959 fax: (508) 853-4481

William J. Steglitz, CPA, Manager, Investor Relations
tel: (508) 855-3883 fax: (508) 853-3051

Electronic Delivery of Customer Information

Allmerica Financial customers with variable annuity and variable life products
may elect to receive prospectuses, supplements, annual and semi-annual
reports electronically through www.e-z-delivery.com.

Corporate Offices and Principal Subsidiaries

Allmerica Financial Corporation
440 Lincoln Street
Worcester, MA 01653

The Hanover Insurance Company
100 North Parkway
Worcester, MA 01605

Citizens Insurance Company of America
645 West Grand River
Howell, MI 48843

Web Site
Please visit our Internet site at htep://www.allmerica.com
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